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The handbook’s structure

Developing an MIS is a complex undertaking involving a broad range of issues. This
complexity contributes both to the length of this document and to the order in which
the material is presented.

Chapter 1 provides a basic introduction to information issues. Chapter 2
describes the accounting system for a microfinance institution. Since most informa-
tion tracked in an MIS is financial, accounting procedures—particularly the chart of
accounts—are fundamental to a well-functioning MIS. This material comes early in
the handbook because much of the material to follow depends on a clear under-
standing of accounting issues.

Chapter 3 gives guidance on designing useful reports for decisionmakers, and an
accompanying pamphlet presents sample formats for the most important reports for
monitoring performance. Reports contain information presented according to cer-
tain established definitions. Chapter 4 therefore provides a detailed overview of indi-
cators and their definitions.

The last chapter describes the steps in developing and implementing an MIS, a
process in which the reader applies the material presented in earlier chapters.

There are also several useful annexes. Annex 1, written with managers in mind,
introduces technical information on MIS software and technology. Annex 2 describes
the accounts in a sample chart of accounts, emphasizing those specific to microfi-
nance institutions. Annex 3 describes useful publications for institutions developing
an MIS. And annex 4 provides information on internationally available MIS software
packages.







Foreword

Most of the world’s poor do not have access to formal banking services, because
reaching tiny customers with conventional banking techniques has seemed too
risky or too costly. But the past two decades have seen the development of new
microfinance technologies that have lowered the risk and the cost of lending to
poor entrepreneurs and households.

There are now thousands of new microfinance institutions around the world.
Many are small, reaching only a few hundred clients. But a growing number have
been able to extend their services to thousands or even millions of poor cus-
tomers. And a few have been able to put their operations on a completely prof-
itable basis; these microfinance institutions can escape the limits imposed by
scarce donor or government funding and finance massive expansion from com-
mercial sources.

Most microfinance institutions, however, are not-for-profit organizations
that entered the finance business for social reasons. Understandably, they seldom
have sophisticated business skills and systems when they start, and their infor-
mation systems tend to be rudimentary. But as microfinance institutions grow to
several thousand customers and beyond, they typically feel a need to improve
their management information system (MIS). Managers of growing institutions
gradually lose their ability to maintain personal contact with what is happening
at the field level, and realize that they cannot adequately manage their portfolio
and financial operations without better information.

Thus we find that many microfinance institutions are strongly motivated to
improve their MIS. Unfortunately, this is seldom easy to do. Although now avail-
able from a variety of sources, off-the-shelf software for microfinance usually
offers no quick fix, in part because local technical support is not widely available.
Most microfinance institutions find that they must custom design a large part of
their MIS. Almost all those that have done this report that getting an MIS that
truly meets their needs costs them much more in time, money, and management
attention than they had anticipated.

We hope that this handbook will be useful to institutions seeking to build an
effective MIS for their microfinance operations. The handbook is not simple,
because the task is not simple. The volume’s size and level of detail may intimi-
date many readers. Some clarification may be useful in this respect.

The illustrative set of reports laid out in the handbook has been designed to
be adequate for a fairly large microfinance institution serving thousands of cus-
tomers and with plans for aggressive growth. Neither microfinance institutions
nor those who fund them should view this set of reports as a universal “best prac-

xi
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tice” template—there is no one-size-fits-all MIS for microfinance. Instead, the
elements of information described in the handbook should be thought of as a
checklist. In reviewing them, each microfinance institution should decide which
elements make sense for its situation.

Institutions large enough to be licensed by financial authorities may need sys-
tems that go well beyond what is illustrated here, in order to meet country-
specific reporting requirements. Smaller institutions or those with a more modest
growth trajectory may opt for more simplicity: their circumstances may not jus-
tify the cost in time and money of mounting a system as sophisticated as that
described here. But even these smaller institutions may find the handbook’s
approach to information systems useful, as well as some of the model reports.

Whatever a microfinance institution’s size, intelligent decisions about MIS
design need to be based on a systematic survey of the information needs of all the
institution’s stakeholders—from customers to directors. And whatever an insti-
tution’s size, managers will probably find that they need to invest more time and
money than they had expected in order to get an MIS that satisfies their needs.

Since this handbook breaks new ground, we are sure that experience will reveal
areas for improvement in future revisions. Thus we are anxious to hear from man-
agers of microfinance institutions who have put it to the test of practical use. These
are busy people who may find it difficult to free up time for correspondence about
their experience with the handbook. Still, we know that they share our belief in
the immense human worth of microfinance, and hope that they will be motivated
to contribute to improvement of this tool in subsequent editions.

Please send comments or suggestions by email to Jennifer Isern
(jisern@worldbank.org) or Richard Rosenberg (rrosenberg@worldbank.org), or
contact them through the offices of the Consultative Group to Assist the Poorest
(telephone: +1-202-473-9594; fax: +1-202-522-3744; mailing address: Room Q
4-023, World Bank, 1818 H Street NW, Washington, D.C. 20433, USA).

This handbook is the first in CGAP’s technical papers series. Future topics in
this series will include audit guidelines, business planning and financial projec-
tions, and experience with microfinance “apex” facilities for wholesale funding of
microfinance institutions.

Ira Lieberman

January 1998

Chief Executive Officer

Consultative Group to Assist the Poorest



Preface

A management information system (MIS) is one of the most critical but least
understood elements of a successful microfinance institution. Despite the
increasing interest in this area, literature on the subject is still limited. This hand-
book therefore seeks to:

e Underline the importance of an MIS to a well-functioning microfinance
institution

* Provide both managers and information systems staff with basic guidance in
selecting, developing, or refining an MIS

e Contribute to the development of commonly accepted definitions and terms
in microfinance

* Provide guidance on important ratios and useful reports for monitoring insti-
tutional performance

« Fill a gap in the microfinance literature, while complementing earlier work
on financial ratios, portfolio management, and MIS guidelines.

Developing an MIS is a complex topic that can be dealt with on a wide range
of levels. While the handbook presents much general information, it primarily
addresses the management information system needs of medium-size to large,
growth-oriented microfinance institutions. It is directed to these institutions’
managers and their staff.

Even more specifically, however, the handbook addresses the two groups
most concerned with an MIS—information users and systems developers. A fun-
damental problem in developing effective management information systems has
been poor communication between these two groups. The handbook tries to
improve this communication by assisting information users in defining their
information needs and by “educating” each group about the world of the other.
It introduces key concepts and terms, describes managers’ needs, and explains
limitations of computerized information systems. As a result of this approach,
parts of the handbook are written with managers in mind, parts with systems
developers in mind, and parts with both audiences in mind.
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CHAPTER 1

Introduction

This chapter lays the groundwork for the rest of the handbook. It dis-
cusses the importance of information in managing a microfinance
institution. It explains what information is, and why it is not all alike.
It describes the role of a management information system in provid-
ing information. And it explains why information management is so
problematic.

1.1 Why is information so important?

“Management information systems? Our computer people handle that.”

“I get all these numbers every month, but I have no idea what I’'m supposed to do
with them.”

“If only I"d known that six months ago.”

“You mean | could have that information every week? Why, that would trans-
form the way our entire organization works!”

All organizations have an information system of some kind. Many might see a
minimal system as sufficient—say, a manual accounting system that produces
reports three months late. Why undertake the massive effort and cost to improve
an information system? Because having good information is essential for an insti-
tution to perform efficiently and effectively—the better its information, the bet-
ter it can manage its resources. In a competitive environment the institution with
better information has a distinct advantage.

Consider a microfinance institution suffering from a weak information
system:

In the lobby clients queued up at the cashier are waiting impatiently while staff look

for a misplaced account register. Another client is complaining about a seemingly

arbitrary calculation of interest and penalties.

In the credit department several loan officers are sifting through the account regis-
ters to see who has paid and who hasn’t. Later, if they happen to pass by a delinquent
client’s business to discuss a late loan, they’ll know nothing about the specifics of the
account. Two loan officers are meeting with clients. One client is complaining that she
repaid her loan weeks ago but is still waiting for a new loan to be approved. The sec-
ond is complaining that even though his loan is approved, he’ll have to wait more
than a week for the contract and paperwork—and miss out on buying the used

The better an
institution’s
information, the better
it can manage its
resources
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As more and more
microfinance
institutions scale up
their activities,
managers are
becoming increasingly
aware of the need

to improve their
information systems

machine he wanted. In the back of the room the credit department supervisors, busy
as usual dealing with crises, have little idea how their department or staff are
performing.

In the accounting department stacks of paper are everywhere. Some junior staff are
reconciling savings account balances with the general ledger, others are calculating
interest on passbook savings accounts. The senior accounting staff are reconciling
bank accounts from months ago and trying to prepare a trial balance for the upcom-
ing board meeting—a task that they’ll be unable to complete in time.

In the executive director’s office the senior managers are holding their weekly oper-
ations meeting. The chief financial officer announces that the institution has run its
bank account down and will need to suspend loan dishursements for the week. The
operations manager presents the new project proposal under development—much of
the information requested by the donor is unavailable or embarrassingly outdated.
The executive director lists information requested by a new board member for the
upcoming meeting—actual versus budgeted financial and activity information,
number of clients by loan size, and a report on the portfolio at risk. When asked how
to pull together this information by Friday, the staff just shrug their shoulders.

A good information system could transform this institution. The organization
may have capable and motivated staff, but if they lack information, they will be
unable to perform up to their potential. A good information system can revolu-
tionize the work of field staff, enabling them to better monitor their portfolio and
serve their clients, all while working with a growing number of clients. It can enable
supervisors to better monitor the work under their responsibility, provide better
guidance to their staff, and pinpoint the areas that most require their attention. And
it can help executive managers to orchestrate the work of the entire organization
by allowing them to monitor the institution’s health through a set of well-chosen
indicators and by informing critical operational and strategic decisions.

As more and more microfinance institutions scale up their activities, managers
are becoming increasingly aware of the need to improve their information sys-
tems. For many institutions, methodological issues, staff development, and even
financing are no longer the critical constraints to growth. Instead, the most press-
ing need is often a system to track the status of their portfolios in a timely and
accurate manner. The reliability of such systems can make the difference between
the success and failure of lending operations—and therefore of an institution.

A system that performs tolerably at a moderate volume of activity can collapse
as it’s fed more and more information. Manual systems may end up with huge
backlogs of unprocessed data. Spreadsheet-based portfolio systems can become
unwieldy as the spreadsheet grows. An institution unprepared for rapid growth
will eventually undermine the quality of its services and its financial health. But
an institution that develops a system capable of producing accurate, timely, and
comprehensive information on operations, especially on the loan portfolio, will
strengthen its financial performance and expand its client reach. Developing a
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solid management information system is one of the most important tasks facing
microfinance institutions, particularly those scaling up.

This handbook explains how to establish a sound management information sys-
tem (MIS) for a microfinance institution. The issues are many, they are complex,
and they are closely intertwined. Setting up a good information system may require
restructuring the institution, reworking staff responsibilities (sometimes even staff
qualifications), redesigning work processes and information flows, revising and
rationalizing financial policies, investing in computer technology, and more.
Information is at the core of any organization’s work, so it shouldn’t be surprising
that introducing a new information system can affect an organization to its core.

It is the daunting demands of this process that explain why most microfinance
institutions have a weak system—they are unable to devote the energy and atten-
tion it takes to establish a good one. But managers of institutions that have made
the investment—who now have access to reliable and timely information—gen-
erally say that it was one of the best decisions they ever made.

1.2 What is a management information system?

What exactly is a management information system? For the purposes of this
handbook, a management information system is the series of processes and
actions involved in capturing raw data, processing the data into usable informa-
tion, and disseminating the information to users in the form needed.

An MIS is not simply a computer program, and it involves more than just cal-
culating numbers. Information management is first and foremost people com-
municating with one another about events that affect the work of their
organization. The chart of accounts, all the forms used by an institution—from
receipts to loan applications to staff vacation requests—meetings, reports, poli-
cies and procedures, the staffing structure, job descriptions, the planning process,
and, yes, the computer software—all these and more influence the flow of infor-
mation in an institution and so, together, make up the management information
system.

Note the distinction between data and information in the definition of an MIS.
Data are unprocessed facts that give no insight by themselves. A single payment
transaction, for example, does not show whether the payment was on time or shed
light on the loan’s status. Information is processed or transformed data that help
someone make a decision or gain insight (figure 1.1). For example, comparing
actual payments with scheduled installments reveals the status of the loan and its

FIGURE 1.1
A management information system’s input and output

Data > Management information ) Information
(input) system (output)

A management
information system is
the series of processes
and actions involved in
capturing raw data,
processing the data into
usable information,
and disseminating the
information to users in
the form needed
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A microfinance
institution generally

has two main systems:

the accounting system
and the portfolio
tracking system

aging—information that can be used to make a decision on loan follow-up or pro-
visioning. An institution can be swimming in data and yet have little information.

1.3 How do the parts of an MIS relate?

A full management information system includes all the systems an institution uses
to generate the information that guides management’s decisions and actions. A
microfinance institution generally has two main systems: the accounting system,
centered on the chart of accounts and general ledger, and the portfolio tracking
system, covering the performance of accounts for each financial product offered
by the institution.! Some institutions also maintain a third system, for gathering
data on client impact, often at the behest of donors. Microfinance institutions
have other information management needs, such as for human resource man-
agement. But financial and client activities generate by far the heaviest volume of
data for processing. In large institutions the MIS tends to be mostly or entirely
computer-based, requiring software programs to capture and report on the nec-
essary information.

Figure 1.2 shows the relationship between the accounting system and the
portfolio system, together with other elements that affect the MIS. The account-
ing system is influenced primarily by the chart of accounts (chapter 2). The port-
folio system is influenced by policies and procedures and by methodology
(chapter 5). Data are processed into information, which is then presented in
financial statements and management reports (chapter 3). Influencing the form
and content of these reports are the indicators chosen by the institution to mon-
itor performance (chapter 4).

Many indicators and reports are generated by combining information from
the accounting system (such as income and expenses) with information from

FIGURE 1.2
The parts of a management information system

Data

Input Input )
Accounting data Loan and savings
data
Policies and
procedures
Chart of ) Accounting Portfolio |€—
accounts system system 4—‘
Methodology
Information
Choice of ) Financial Management
indicators statements reports
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the portfolio system (such as number, amount, and size of loans, or number of
staff). Although independent, the two systems share data and must be compat-
ible (for more information on the linking of accounting and portfolio systems
see section 5.2.1).

Accounting systems should conform to the basic international accounting
standards developed by such central authorities as the International Accounting
Standards Committee (IASC). General ledger software programs incorporate
these accounting standards and conventions, so it is fairly easy to find an account-
ing program that performs at least the basic functions required of a microfinance
institution and provides the essential accounting reports.

Portfolio systems, by contrast, have no standards or widely accepted guide-
lines for loan tracking on which to draw. And they must reflect operating proce-
dures and workflow, which vary widely from institution to institution. As a result,
each software program for loan tracking differs in the information tracked, the
kinds of reports generated, and, most important, the features included. Key fea-
tures vary widely among loan tracking software programs, such as the type of
lending methodology supported,? the method for calculating interest and fees,
the frequency and composition of loan payments, and the format of reports.

Because there are no agreed on standards for loan tracking systems and
because the information to be tracked and reported on is complex, institutions
considering how to improve the loan management part of their MIS face several
important issues (treated in depth throughout the handbook): Should they pur-
chase an off-the-shelf software package? If so, should they hire a programmer to
customize it? Is customization possible? Should the programmer be a consultant
or a full-time employee? Dissatisfaction with the features and support of loan
tracking systems has led many institutions to develop their own software.

Client impact tracking, because it is often driven by donor interest rather than
management needs, is even less standard in approach and thus less amenable to
standardized software. Institutions that monitor impact may use information
gathered in the loan application or administer questionnaires to a sample of
clients. The data they gather normally relate to the type of activity their clients
are engaged in—number of employees for production businesses, sales for retail
businesses, changes in household income for rural clients, and growth in business
assets for urban clients. This wide range of approaches means that the institution
must customize each process for gathering and analyzing the data.?

1.4 Need experiences with MIS be so frustrating?

A consensus is emerging in microfinance that good information systems are fun-
damental to the success of institutions. Yet stories of failure and frustration with
information systems abound. Many of the stories feature computerized systems
that either never work quite right or are prone to crashes just as an institution
grows accustomed to relying on them.

It is fairly easy to find
an accounting program
that performs at least
the basic functions
required of a
microfinance
institution
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What are the keys to developing a good information system? There are three
main ones:

« Thorough identification of information needs. Managers, field staff, board mem-
bers, and information systems staff seldom know all the information needs of
their institution. They may be aware of several key indicators that need to be
tracked, but the indicators may be insufficiently defined—and they may be
unaware of other indicators that should be tracked. In addition, systems are
often put together in a haphazard and piecemeal fashion, without a thorough
assessment of needs. This handbook details the type of information moni-
tored by best practice institutions and outlines approaches for identifying spe-
cific information needs and flows.

= Effective communication between management and systems people. Financial insti-
tution managers and information systems staff generally don’t speak the same
language. Compounding this communication problem are heavy staff work-
loads and a tendency to compartmentalize operations. The result, despite the
best of intentions, is often a misinterpretation of management requests and a
system that does not meet its users’ needs. This handbook is aimed at both
audiences—information users and systems developers. It uses key concepts
and terms from both worlds that are essential to communication.

= Realistic expectations about information technology. In an age of computer tech-
nology, information users often wonder why they can’t have the information
they want, when they want it. Meeting that need seems like a straightforward
task—especially when they know that all the necessary data are in the com-
puter. This handbook explains the technological issues in computerized
information systems, primarily for the nontechnical manager (see annex 1).
The intent is to educate information users about what is possible and how
much effort it takes to get good information out of a system.

Management can greatly improve the prospects of developing a good infor-
mation system through a willingness to evaluate and change the way the institu-
tion works. Information systems can perform only as well as the institutions they
model. If policies, procedures, organigrams, job descriptions, workflows, and the
like haven’t been properly established, no MIS will function well. So developing
and implementing a new MIS, or reworking an existing one, may affect every part
of an institution—and generally should, if the process is to be successful.

1.5 What about manual systems or spreadsheets?

Some microfinance institutions use manual systems and spreadsheets (such as
Excel or Lotus) to track client accounts and create portfolio reports. These tools
are more easily created, altered, and maintained than databases, but their useful-
ness is much more limited, especially for organizations handling more than 500
active loans. And manual and spreadsheet systems collapse when an institution’s
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structure becomes more complex. It is difficult to consolidate manual or spread-
sheet information from multiple branches (box 1.1).

Nonprogrammers find spreadsheets easy to use because they are essentially
computerized ledger books whose formatting and calculations can be easily
changed. Spreadsheets were designed to analyze data. But for storing and retriev-
ing data and reporting on large amounts of data, databases have a clear advantage
over spreadsheets because of their data structure (see annex 1). Spreadsheets are
typically two-dimensional—they have rows and columns—and as a result have
difficulty expressing and maintaining complex relationships between data. They
maintain these relationships through formulas entered into individual cells rather
than key fields that can be rapidly sorted and searched, as in a database. So spread-
sheets are not the optimal tool for recording client transactions and reporting on
a portfolio’s aging. But they are extremely useful for analyzing financial and

Box 1.1
The challenges of integrating manual and computerized information
systems: The experience of BRAC

BRAC is a Bangladeshi institution serving more than 1.5 million members through
330 branch offices. The head office needs to aggregate a vast amount of data, but
branch offices are unable to computerize, so BRAC combines head office computer-
ization with manual branch systems. The process is fraught with problems, but a
redesign of the system is expected to solve most of them.

The high degree of standardization in BRAC’s rules and procedures ensures that
the branch-level manual systems work smoothly. Centralization problems and
bureaucratic delays enter the picture once the information leaves the branch office.

Weekly collection forms are completed manually by the loan officers in the
branch office. These forms are then checked by the branch and account supervisors
before being sent to the regional office, resulting in a three-day delay. The regional
office rechecks the forms and transfers the data to a new form—another five-day
delay. Once the data are received at the head office, the computer department takes
an average of three weeks to process them. Checking for and correcting errors—most
related to borrower ID numbers—accounts for about half the time. Yet an external
consultant has estimated that 40 percent of the report contents still contain errors.

Adding to the large volume of information, BRAC computerizes both credit and
savings data on a weekly basis for every borrower (rather than for groups or centers).
The work effort is compounded by the involvement of three departments—the com-
puter, accounting, and MIS departments—Ileading to a need for regular reconcilia-
tion of numbers and to chronic irregularities. The result has been unreliable
information, produced in an untimely manner and at significant staff cost.

BRAC plans to pilot a new MIS to correct these flaws. The computer department
will produce a pre-prepared sheet for each member with the expected weekly loan
installments and savings deposits. Branch staff will simply record the exceptions.
Since most members pay on schedule, this system will vastly reduce the information
that the accounting department has to enter. The automated forms will also elimi-
nate errors in borrower 1D numbers.

BRAC has learned that for computerizing data, systems must be carefully
thought out to minimize the potential for data entry errors. Once introduced, errors
are difficult to weed out, and doing so can result in significant staff time costs and
delays in getting information to decisionmakers.

Developing and
implementing a new
MIS may affect

every part of an
institution—and
generally should, if the
process is to be
successful
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In a large-volume
institution a
computerized database
is vastly preferable

portfolio indicators and for presenting information. In an MIS, spreadsheets can
complement the database system managing the bulk of the data.

Manual systems, while the easiest to understand, are the most corruptible and
inefficient method of storing and retrieving financial data. They are prone to
abuse and fraud, to mathematical error, and to information loss through
improper storage. They are typically slow and labor-intensive in producing
reports. And they are cumbersome for statistical analysis of trends and causality.

In a large-volume institution a computerized database is vastly preferable.
Many institutions still use manual systems, especially in parts of Asia. But most
would probably immediately adopt computerized systems if not for issues of
cost, staff capabilities, and viable software options. As information technology
improves, the cost of computerization drops, transaction volumes grow, and
increased competition rewards microfinance institutions that have better and
faster access to information, institutions will face an increased need to move
from manual to computerized systems. In the meantime, those designing or
improving manual systems will find many of the concepts in this handbook
useful.

1.6 Can I find standard MIS software to meet my needs?

No consensus has yet emerged in the microfinance community on an ideal MIS,
partly because of the lack of standards (see the introduction to chapter 4). There
is no WordPerfect or Lotus 1-2-3—a program an institution can order, install,
and use for 80-90 percent of its information needs. After more than 10 years of
efforts the field has not yet settled on a short list of promising candidates, or even
a handful of programs that work well under certain circumstances. Instead, insti-
tutions operating in the same city hire different local software firms to develop
systems, and affiliates of international networks each have their own system—or
none.

With all the custom software institutions have had developed there is no
shortage of accounting and loan portfolio software. But this customized software
generally fails to perform up to expectations—and often fails to work at all. And
even a loan tracking program that functions acceptably in one institution tends
to fail when transferred to another, because of the difficulty of adapting an MIS
for the first institution to the needs of the second.

This handbook addresses many of the difficulties in transferring software sys-
tems from one institution to another. Among the most important:

= Different definitions in the calculation of financial ratios

e Complexities introduced by variations in methodology

* Mpyriad techniques for handling portfolio issues (calculation of interest rates
and penalties, links between savings and loans, determination of delinquency)

e Local language issues
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* Issues related to scale and centralization or decentralization

« National banking and accounting requirements

« Individual preferences of management or MIS staff

e Lack of local, reliable firms to implement systems and provide ongoing
technical support.

Box 1.2
Managing performance through reporting and information systems:
How SHARE did it No consensus has yet

SHARE is a microfinance institution operating in the southern Indian state of emerged in the
Andhra Pradesh. Since its establishment in 1993, SHARE has seen its clientele grow microfinance
to roughly 3,500. It plans to reach an active client base of 11,000 over the next few

years by doubling its staff and expanding from four branches to eight. Community on an
A critical part of SHARE’s expansion strategy is to replace its manual information
system with a computerized one that enables management to keep a finger on the ideal MIS, part|y

pulse of operations. SHARE decided to build a home-grown, cost-effective system
from the ground up. At the end of last year it hired a local MIS specialist to design and because of the lack
develop the MIS, install computers in branch offices, and train staff in the use of the
new system. To gain a good understanding of SHARE’s operations, the specialist of standards
worked in one of its branch offices for a few months, and he sought continuous feed-
back from management and staff about their information reporting needs.

To decentralize the system, SHARE plans to equip each of its branch offices with
a Pentium computer. The staff members being trained in the use of the new system
are working closely with the MIS specialist to iron out any kinks before the system is
installed in all the branches. These staff members will then help train others. The old
and new systems are expected to coexist for as long as six months while staff adjust to
the new one.

SHARE’s MIS builds on a weekly report generated by branch offices. This report
contains a brief narrative from the branch manager on key statistics for the week—
the number of groups forming, number and amount of loans disbursed, repayment
rate, cash position, projections for the following week, and any new issues. Branch
offices also prepare concise reports highlighting ongoing activities, documenting
staff attendance and performance, and listing new members and groups. Branch
office reports arrive every Monday morning at the head office, where the planning
and monitoring department computerizes them to generate consolidated statements
by Wednesday. These reports are used mainly by the planning department and the
executive director.

Branch managers and branch office accountants also prepare monthly balance
sheets as well as reports of receipts and payments, group fund (member savings) posi-
tions, monthly progress toward targets, cash flow projections for the following
month (by week), approved loan applications, and staff evaluations. An analysis of
financial ratios for individual branches—all treated as profit centers—and for the
institution is prepared and reviewed monthly. Quarterly and annual reports are gen-
erated by aggregating the data from the weekly and monthly reports.

The internal control system is set up so that two or three people, including the
branch manager, cross-check the documentation and reporting for each group and
group member. In the head office the monitoring and internal audit departments
periodically supervise the flow of funds and verify the accuracy of financial records.

Ultimately, the effectiveness of an MIS depends on how well it is used. SHARE
uses the information its system generates to guide the actions of its management and
staff in fulfilling its mission of extending financial services to extremely poor women.
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information needs
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Because of these and many other complications, most experts believe that no
single MIS package can be expected to meet everyone’s needs. No two institu-
tions have the same information needs, and a single institution will find its infor-
mation needs changing over time.

Most microfinance institutions can be placed in one of three categories of
need for information management, related to their stage of development. In the
first category are small, young institutions with fewer than, say, 2,000 clients* and
no short-term plans for significant expansion in clientele or product range. These
are often multiservice nongovernmental organizations (NGOs), offering finan-
cial services as one of several service lines. Their needs are basic, and they can get
by with a simple system to keep tabs on the quality of the portfolio. A simple sys-
tem, too, is often all that their staff and budget can handle.

In the second category are medium-size institutions that have 2,000-10,000
clients and are embarking on significant growth. Many of these institutions are
experiencing growing pains—they need to restructure to deal with their growth,
bring in new senior managers capable of managing the increased activity and
resources, and make their operating procedures more systematic. These institu-
tions now require a much more rigorous MIS—one that has solid security fea-
tures and a thorough audit trail and handles savings accounts and a large volume
of transactions (box 1.2). But many lack the skilled staff to operate a complex and
rigorous MIS, and the financial resources to purchase a commercial system or
develop a customized MIS in-house. In sum, they need many of the features of a
high-end system, but aren’t yet ready to maintain one.

The third category consists of large institutions with more than 10,000 clients
and plans for continued growth. These mature institutions generally have well-
developed operating procedures and capable staff, particularly in accounting and
information systems. These institutions are so large that they can generally justify
the cost of substantially modifying an existing MIS—or developing a new one—
to better meet their needs. The cost can easily exceed $100,000, but the alterna-
tive would be loss of automation of some functions, with resulting inefficiencies.

Notes

1. Microfinance institutions tend to focus on credit products, but there are many oth-
ers, including savings, time deposits, checking accounts, transfers, credit cards, and insur-
ance policies. Each of these broad categories can be further broken down. For an extensive
discussion of reporting on different products see the pamphlet on report formats.

2. Institutions use varied lending methodologies, such as solidarity groups, individual
lending, and village banking, and each presents different issues for information manage-
ment. Systems developers should consult the microfinance literature to gain a thorough
understanding of the most common methodologies and their implications for system
design. See, for example, chapter 6 in Charles Waterfield and Ann Duval, CARE Savings
and Credit Sourcebook (New York: PACT Publications, 1997).
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3. The validity and importance of client impact data are hotly debated. Many experts
would argue that collecting impact data that are both trustworthy and reliably attributable
to the microfinance institution’s services is still far too expensive to be practical for most
institutions. These experts would advise microfinance institutions to invest in impact
tracking only to the extent that it is required by donors and other constituents.

4. The number of clients is just one of the factors determining how much data needs
to be processed. Others include the lending methodology (individual or group) and the
frequency of installments. The numerical ranges used in classifying microfinance institu-
tions are rough approximations.






CHAPTER 2

The Accounting System

The accounting system is one of the two core parts of a microfinance
MIS—the other is the portfolio system. While not intended to be an
accounting handbook, this chapter discusses the elements of an
accounting system relevant to designing and using an MIS. It intro-
duces basic concepts in cash and accrual accounting and fund account-
ing and presents a sample chart of accounts for a microfinance
institution.

2.1 Accounting systems

Many accounting guidelines and standards govern the recording and reporting
of transactions.! Transactions and accounting ledgers are part of a larger, com-
plex system for controlling funds and reporting on their sources and uses. In this
system accountants are responsible for showing the movement of funds through-
out the institution. They record how funds are received and used and what
resources are used to produce or deliver goods and services. To do this, they need
a chart (or list) of accounts.

Similar to a database structure, the chart of accounts provides accountants
with a structure for posting transactions to different accounts and ledgers. It also
determines what appears in the financial statements. The chart of accounts typ-
ically designates each account by:

= An account number

* A description—for example, “National Bank checking account,” or “accrued
salaries, HQ staff”

* Thetype of account, such as asset, liability, equity, income, or expense. A bank
account is categorized as an asset, for example, and salaries are categorized as
expenses.

For microfinance institutions the accounting system can be a simple manual
one based on the general journal (where transactions are recorded chronologi-
cally as debits and credits), general ledger (where the activity from the general
journal is summarized by account number), and other journals required to man-
age the business, such as purchase, payment, sales, receipts, and payroll journals.
(Because of the expense of maintaining multiple manual journals, institutions
typically do not prepare all of these other journals.) A manual accounting system
typically includes at least the following (figure 2.1):

13

This chapter introduces
basic concepts in cash
and accrual accounting
and fund accounting
and presents a sample
chart of accounts for

a microfinance
institution



14

MANAGEMENT INFORMATION SYSTEMS FOR MICROFINANCE INSTITUTIONS: A HANDBOOK

All microfinance
institutions should
accrue important
expenses

e Chart of accounts

e General journal

e General ledger

e Subsidiary ledgers (accounts receivable, inventory, fixed assets)
e Transaction reports

* Financial statements.

A computerized accounting system posts transaction entries directly to the
general ledger. It replaces the various manual journals with a query function, pro-
ducing reports as needed.

2.2 Cash versus accrual accounting

Accounting systems can be cash-based (accounting for income and expenses
when cash changes hands), accrual-based (accounting for income and expenses
when they are incurred), or modified cash systems (in which most accounting is
cash-based, but selected accounts are accrual-based).

All microfinance institutions should accrue important expenses, such as per-
sonnel benefits and interest payable on loans that may require only annual inter-
est payments. Otherwise the financial statements will not accurately reflect the
real flow of expenses.

Accruing interest receivable on loans to clients is more complex. Accruing
interest means calculating at month-end or year-end the interest owed but as yet
unpaid. This unpaid interest is considered income for the period considered

FIGURE 2.1
A typical manual accounting system
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because that is when it was earned. If the client makes a loan payment in the next
period, some of that payment goes to pay off the accrued interest. Nonperforming
loans could continue to accrue interest that will never be received, inflating
reported income. So accrued interest must be aged, just as delinquent loans are:
percentages of the overdue income are written off to get a more realistic estimate
of the income the institution will eventually receive. Many institutions stop accru-
ing interest income on delinquent loans after a certain number of days.

Although a normal practice for commercial financial institutions, accruing
interest is clearly complex, particularly when thousands of loans are involved.
Some sophisticated software packages can automatically calculate accrual; if no
such system is available, microfinance institutions should generally avoid accru-
ing interest. In a stable, limited-growth institution whose clients make payments
frequently (weekly or monthly), the differences between cash and accrual
accounting are not significant.

2.3 Fund accounting

Donors often require detailed reporting by microfinance institutions on the use
of funds they provide (box 2.1). As the next section shows, the chart of accounts
can be structured to ease such reporting. The key is to create descriptive account
numbers. The techniques described in the following example can be used for
fund accounting in either computerized or manual systems, though the example
assumes a computerized one. The structure of the chart of accounts is simplified,
both for clarity and to demonstrate an alternative approach.
ASPIRE, a fictitious East African microfinance institution, has just received fund-
ing from NewSystems Foundation to upgrade the computer system, pay computer
staff salaries, and purchase new client account and accounting software. ASPIRE
wisely constructed its chart of accounts to sort accounts by use and by source of funds.
The account number designates the use, and the letter that follows designates the
donor. For example, account 5010B describes salary expenses funded by NewSystems
(see the section from ASPIRE’s chart of accounts in table 2.1). If the accountant
wants to see total salary expenses, she can query the software for balances on account
5010*. The star tells the software to search for all accounts designated by 5010.

Box 2.1
Innovative arrangements with donors

Even with the techniques described here, fund accounting can be onerous. For an
institution with many donors, fund accounting can add greatly to the administrative
workload and to operating costs.

To reduce this burden, some microfinance institutions have reached agreements with
their donors to pool all donor resources and track them as a single fund. Greater use of
such arrangements should be explored by both donors and microfinance institutions.

The chart of accounts
can be structured to
ease reporting of the
use of donor funds
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TABLE 2.1
A section from ASPIRE’s chart of accounts

1010 Bank accounts Current asset

1010A Bank account, funded by donor A Current asset

1010B Bank account, funded by NewSystems Current asset

1010z Bank accounts, general fund Current asset

1910 Equipment account Fixed asset

1910A Equipment account, funded by donor A Fixed asset

1910B Equipment account, funded by NewSystems Fixed asset

1910Z2 Equipment account, funded by general fund Fixed asset

4100A Funds from donor A Income, granted funds
4100B Funds from NewSystems Income, granted funds
5010 Salary accounts Salary expenses
5010A Salaries, funded by donor A Salary expenses

5010B Salaries, funded by NewSystems Salary expenses
5010Z Salaries, funded by general fund Salary expenses

The NewSystems grant flows through ASPIRE in three transactions. In the first,
funds are received from NewSystems and placed in a bank account.2 The accoun-
tant for ASPIRE debits account 1010B (the foundation’s bank account) and cred-
its account 4100B (the grant income account for the foundation).

In the second transaction ASPIRE purchases new computers to update its informa-
tion systems. The accountant debits account 1910B (equipment funded by
NewSystems) and credits account 1010B.

In the last transaction ASPIRE pays the staff who are upgrading the computers and
installing the information system. This time the accountant debits account 50108
(salaries funded by NewSystems) and credits account 1010B.

At the end of the accounting period the accountant wants to print a report for
NewSystems, so she queries the computer to print the balances of the accounts des-
ignated by ****B. The “mask” of stars will identify any account with a number end-
ing in B.3

Creating a chart of accounts with masking techniques that include or exclude
accounts designated by certain digits in the account number provides extra power
in recording and reporting information and greatly eases reporting on donor funds.

2.4 The chart of accounts

The design of the chart of accounts is a fundamental decision for every institution.
The structure and level of detail determine the type of information that manage-
ment can access and analyze. Management must be clear about its needs and strike
a balance between two extremes. Too sketchy a chart of accounts will not provide
information precise enough to generate the sophisticated indicators needed to
adequately track performance. But attempting to track too much detail generally
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means creating too many accounts—overwhelming the accounting department
and resulting in information too delayed to be of use in decisionmaking, or so dis-
aggregated that management cannot properly identify and interpret trends.

Nearly all financial indicators used in MIS reports are based at least in part
on information recorded according to the chart of accounts. Management should
therefore determine what indicators they intend to follow and ensure that the
chart of accounts supports those indicators.

The chart of accounts should primarily serve the needs of management. If man-
agement’s needs are met, the generally less detailed needs of funding agencies, reg-
ulators, and auditors will also be met. In some cases, however, regulatory bodies
will require institutions under their jurisdiction to use a specific chart of accounts.

2.4.1 The structure of the chart of accounts

The structure of the chart of accounts influences how easily information for dif-
ferent cost centers (branches and programs) can be extracted from the account-
ing data. The sample structure in table 2.2 is a 10-digit number with three
separators: ABCC-DD-EE-FF# This structure allows activity to be tracked by
branch office, by program (or service), and by funder.

The first four digits are general account numbers. The first digit normally refers
to the type of account (with 1 indicating assets, 2 liabilities, 3 equity, and so forth).
The second digit loosely identifies a group with common characteristics—for exam-
ple, cash, portfolio, and accrued expenses. The next two digits indicate specific
accounts in the group. For example, cash, petty cash, checking account 1, and check-
ing account 2 would all be accounts in the cash group of the assets category.

Following the four-digit account number are two two-digit groups and two
single-digit groups. These groups could appear in any order and could be one
digit rather than two if not much disaggregation is expected in the group.® In the
example the first two-digit group indicates costs by program. Programs are sub-
divided into credit, savings, training, and marketing programs. Because not all
transactions can be identified by program, two numbers are set aside—00 for bal-
ance sheet accounts, and 01 for head office activity, or overhead, not tied to a pro-
gram. Costs for staff identified with a program would be coded to that program.
Costs covering more than one program can be split proportionately among the
programs, but this can add greatly to the complexity of transaction coding and
should be kept to a minimum.

The second two-digit group separates income and expenses by branch office
and functions as the program codes do. Distributing costs by branch office is usu-
ally easier than doing it by program, because branch offices generally have des-
ignated employees and fixed assets and can also have designated clients and loans.

The next set of digits allows the tracking of income and expenses by source
(see section 2.4.2). Again, 0 indicates balance sheet accounts, and 1 identifies the
general treasury fund for resources not tracked by a funder. All other codes des-
ignate a specific funder.
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TABLE 2.2

Sample chart of account structure

ABCC-DD-EE-FF, where:
ABCC = Account
A = Type of account (asset, liability)

B = Group (cash, portfolio, receivable)

CC = Individual accounts

DD = Program
EE = Branch
FF = Funder

Program codes (DD)
00 Balance sheet accounts
01 Head office

10-19 Credit programs
10 Group lending 1
11 Group lending 2
12 Individual loans
13 Small business credit

Funder codes (FF)
00 Balance sheet (assumes no separate funds)
01 General treasury fund

20-29 Government/multilateral and bilateral
(restricted)

21 U.S. Agency for International Develop-
ment (USAID) lending funds

22 National development fund

14-19 (open)

30-44 Government/multilateral and bilateral

20-29 Savings programs (unrestricted)

21 Passbook savings 31 Inter-American Development Bank (IDB)
22 Savings club

23 90-day certificates of deposit 50-59 Private sources (restricted)

24-29 (open)

60-69 Private sources (unrestricted)

30-39 Training programs

31

Management training 70-99 (open)

32-39 (open)

40

Marketing assistance

41-99 (open)
Branch codes (EE)

01 Head office

10 Central regional office
11 Central region branch 1
30 Western regional office

31-99 (open)

How would this structure work in practice? Here are some examples:

If 1012 is the account for cash in banks, lending, then 1012-00-01-21 denotes
money held by the head office (code 01), restricted for lending, from USAID
(donor code 21). Since this bank account is a balance sheet account, 00 is used
for the program code.

If 4120 represents income from loan commissions, then 4120-12-11-01 repre-
sents commission income from individual loans (program code 12) from cen-
tral region branch 1 (branch code 11), designated for the general treasury
fund (funder code 01).

If 5212 represents staff salaries, then 5212-31-21-31 represents salaries for
management training program staff (program code 31) in Northern branch 1
(branch code 21), paid for with IDB funds (funder code 31).
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2.4.2 A sample chart of accounts

The chart of accounts that a microfinance institution adopts should of course
reflect its own operations, structure, and information needs. But the sample in
table 2.3 can serve as a starting point (though it may not be consistent with some
regional accounting systems, such as the French system; see section 2.4.3). For
detailed descriptions of the principal accounts in the sample chart see annex 2.

TABLE 2.3
Sample chart of accounts

Asset accounts

1000 Cash and equivalents 1500 Receivables
1000 Cash in vault 1510 Accounts receivable*
1005 Petty cash 1520 Travel advances
1010 Cash in banks 1525 Other advances to employees
1011 Cash in banks, operating 1530 Other receivables*
1012 Cash in banks, lending .
1013 Cash in banks, savings 12(1)8 Lorrg]]\—lgzst[rrl]wqér:]\ée;tments
1050 Reserves in central bank 1612 Investment B
1100 Short-term investments
1200 Loan portfolio i;tl)g Prgpjﬂtcy"ﬁng équipment
1210 Portfolio, type A g9 St
1220 Portfolio. tvpe B 1711 Depreciation, buildings
dd 1720 Land
1240 Restructured loans 1730 Equipment
1300 Reserves for possible losses 1731 Depreciation, equipment?
1310 Loan loss reserve' 1740 Vehicles
1320 Interest loss reserve (for 1741 Depreciation, vehicles’
accrual systems only)*" 1750 Leasehold improvements
1400 Interest and fees receivable 1751 [?;p;fg\l,ztr;?: r,]tISeTasehoId
1410 Interest receivable, current loans*
1420 Interest receivable, nonperform- 1800 Other assets
ing loans* 1810 Prepaid expenses
1440 Interest receivable, rescheduled
loans*
1450 Commissions receivable*
1459 Other loan fees receivable*
Liability accounts
2000 Payables 2200 Client deposits
2010 Trade accounts payable 2210 Collateral savings
2012 Accounts payable, members 2220 Voluntary savings
2014 Accounts payable, employees 2230 Time deposits
2100 Interest payable 2300 Loans payable, short term
2110 Interest payable, loans* 2320 Loans payable, bank 1
2120 Interest payable, passhook 2322 Loans payable, bank 2
savings* 2330 Loans payable, other
2130 Interest payable, time deposits* 2350 Lease payable
2150 Interest payable, other*

(Table continues on the following page.)

For detailed
descriptions of the
principal accounts in
the sample chart see
annex 2
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TaBLE 2.3 (continued)
Sample chart of accounts

Liability accounts

2400
2420
2422
2430
2450

2500
2510
2520
2530
2540

Loans payable, long term
Loans payable, bank 1
Loans payable, bank 2
Loans payable, other
Lease payable

Accrued expenses
Accrued salary*
Accrued payroll taxes*
Accrued benefits, insurance*
Accrued benefits, leave*

2550
2590

2600
2610
2620
2622

2700
2710
2712

Accrued federal taxes*
Other accrued expenses*

Deferred revenue, program
Deferred interest
Deferred commissions
Deferred loan service fees

Deferred revenue, grants
Deferred revenue, grant 1
Deferred revenue, grant 2

Equity accounts

Incorporated institution

3000
3010
3020
3030
3040

3100
3200
3300

Shareholders’ capital
Paid-in capital
Common stock at par value
Donated capital, current year
Donated capital, previous years

Gain (loss) from currency adjustments
Retained earnings, current year

Retained earnings, previous years

Nongovernmental organization

3000
3010
3020
3030

3100
3200

Fund balance
Unrestricted fund balance
Fund balance, credit program
Fund balance, noncredit program

Gain (loss) from currency adjustments

Surplus/(deficit) of income over
expenditure

Income accounts

4000
4010

4020

4040

4100
4120
4122
4124
4130
4140

Interest income
Interest income, performing
loans
Interest income, nonperforming
loans
Interest income, rescheduled
loans

Other loan income
Income from commissions
Income from loan service fees
Income from closing costs
Penalty income
Income from other loan fees

4200
4210
4220

4300
4310
4320

4400
4410
4420
4430
4440
4450

4500
4510

Fee income (noncredit)
Classroom fees
Income from other fees

Bank and investment income
Bank interest
Investment income

Income from grants
Restricted, government
Restricted, private
Unrestricted, government
Unrestricted, private
Individual contributions

Other income
Miscellaneous income

The number of accounts—particularly in the income and expense sections—
can be greatly reduced by using the techniques described in section 2.4.1. For
example, rather than have separate accounts for staff costs at different levels and
locations, an institution can set up a single expense account, using program codes
and branch codes for disaggregation.
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TaBLE 2.3 (continued)
Sample chart of accounts

Expense accounts

5000 Financing expenses 5500 Travel costs

5010 Interest on loans 5510 Airfare

5014 Bank commissions and fees 5514 Public ground transportation
5020 Interest on client savings 5516 Vehicle operating expenses
5030 Other financing costs 5520 Lodging costs

5100 Loss provisions 5530 Meals and incidentals
5110  Loan loss provisions 5540  Transport of goods

5120 Interest loss provisions* 5542 Storage
5550 Miscellaneous travel costs
5200 Personnel expenses

5210  Salaries, officers 5600 Equipment

5212  Salaries, others 5610  Equipment rental

5214 Honoraria 5620 Equipment maintenance
5220 Payroll tax expense 5630 Equipment depreciation
5230 Health insurance 5640 Vehicle depreciation
5232 Other insurance 5650 Leasehold amortization

5240 Vacation

5042 Sick leave 5700 Program expenses

5250 Other benefits 5710 Instruqtlonal materials and
supplies

5300 Office expenses 5730 Books and publications

5310 Office supplies 5740 Technical assistance

5312 Telephone and fax

5314  Postage and delivery 5800 Miscellaneous expenses

5316 Printing 5810 Continging education

5320  Professional fees 5820  Entertainment

5322 Auditing and accounting fees 5900 Nonoperating income and expenses
5324 Legal fees 5910  Gain/(loss) on sale of investments
5330 Other office expenses 5920  Gain/(loss) on sale of assets
5332 Insurance 5930 Federal taxes paid

5400 Occupancy expenses 5940 Other taxes paid

5410 Rent 5990 Other

5420 Utilities
5430 Maintenance and cleaning

* An account related to accrual systems. For more information on the differences between cash and
accrual systems see section 2.2.

t A contra account, representing either loan loss reserves or accumulated depreciation. Contra
accounts are negative in value and reduce the value of their associated accounts.

Source: Based closely on a sample chart in Margaret Bartel and others, Fundamentals of Accounting
for Microcredit Programs (New York: PACT Publications, 1994).

In general ledgers accounts generally progress from assets and liabilities that
are most liquid (such as cash) to those that are least liquid (such as fixed assets).
When possible, related accounts should have related numbers: for example, if the

interest income on rescheduled loans is account 4040, the loan portfolio for
rescheduled loans could be 1240.

2.4.3 The French accounting system
The examples and the financial statement presentation in this handbook are
based on International Accounting Standards (IAS). Readers in countries that
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use adaptations of the IAS and the U.S. and U.K. Generally Accepted
Accounting Principles (GAAP) should be familiar with the chart of accounts
and financial statement formats. Readers who use the French accounting sys-
tem should note that it contains many differences in these formats. Although
annex 2 presents a French-language chart of accounts, which is based on the
one developed by the BCEAO (Banque centrale des Etats d’Afrique de
I’Ouest) for microfinance institutions, readers using the French system should
consult a professional accounting firm for assistance in designing their chart
of accounts.

2.5 Financial statements

All accounting systems for microfinance institutions must produce at least the
following reports:

e Income statement
e Balance sheet
e Cash flow statement.

For standard formats for these reports see the pamphlet.

Notes

1. The reader should refer to an accounting textbook or the International Accounting
Standards Committee handbook for accounting principles.

2. Some donors prefer to have their donated funds in a separate bank account, a prac-
tice this example follows for simplicity. But it is possible to use one bank account for all
donors if there is a good fund accounting system. The single bank account is broken down
into three separate accounts in the chart of accounts, for example, 1010 (general balance),
1010A (donor A balance), and 1010B (donor B balance). The balances for the individual
accounts should sum to the bank account balance.

3. More sophisticated accounting programs allow masking based on a range of num-
bers rather than specific digits.

4. The structure proposed here is based on work by Tony Sheldon, finance adviser to
Women’s World Banking.

5. Using a single digit allows up to 10 levels of separation if only numerical digits are
used. Some software also allows use of alpha characters, permitting up to 36 levels of sep-
aration (26 letters plus 10 numbers).



CHAPTER 3

Creating Reports

The part of an MIS that everyone sees and uses is reports, yet a chronic
weakness of information systems is inadequate reports. This chapter
provides guidance on designing reports to be as useful as possible and
makes recommendations on the types of reports and on the content and
format most valuable to microfinance institutions. It suggests a min-
imum reporting package, organized by type of user. The pamphlet on
sample reports, designed as a companion to this chapter, presents the
reporting package by type of report.

Reports are essential for distributing information and thus enabling users of
that information to perform their jobs well and make appropriate decisions.
This chapter introduces a framework for reporting information from the per-
spective of those who use the information—clients, field staff, branch and
regional managers, senior managers, board members, shareholders, and
donors. Different groups of users need to see the same types of reports—activ-
ity reports, savings reports, loan portfolio reports, income statements, balance
sheets, cash flow reports, operational summary reports—but with varying con-
tent. A good MIS will therefore produce reports in a hierarchical structure,
starting with detailed transaction reports useful at the branch level and moving
up to summarized financial statements and operational information needed by
senior management and the board of directors. The reports should be designed
so that the detail at one level supports the summarized information at the next
level.

The minimum reporting framework presented in this chapter contains 38
reports, although users will find that fewer than a dozen of them combined will
meet 80 percent of their information needs. (For samples of the reports referred
to in the text please see the accompanying pamphlet.) The mix of reports in a
system will depend on the institution’s size, level of operations, and range of
financial products; some institutions will need more reports, some will need
fewer.

3.1 Defining information needs

The starting point in developing an MIS is to determine what information the insti-
tution needs to perform well. That means defining the needs of different users of
information. Good information provided in a useful form on a timely basis empow-
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of those who use the
information
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A frequent danger is
requesting too much
information

ers all the stakeholders in the institution—donors, investors, regulators, clients,
other institutions, board members, executive management, the accounting depart-
ment, the credit department, branch managers, field staff, and all other staff—to
participate meaningfully in the institution. But this potential is rarely realized. The
problem is not just poor programming. The problem begins with poor conceptual-
ization of the information people need to fulfill their responsibilities.

Often people are unaware of the kinds of information that can be generated.
Never having had good information, they have learned how to get by without it.
Thus defining information needs cannot consist simply of asking users what they
want. Institutions need to draw on best practices in the microfinance community.
What works for other microfinance institutions? What lessons have been
learned? What can information technology specialists offer?

A frequent danger is requesting too much information. This can result
from the frustration of having lived without good information. It can also
result from insufficient experience in working with information and thus lack
of knowledge about what information is really needed—and can be acted on
regularly. The result: As long as it is technologically possible to have infor-
mation, people request it. Why is that a danger? Staff swamped by printouts
often don’t know where to focus their attention. They end up with more data
than information.

So the starting point in determining an institution’s information needs is to
identify the users of information—all the stakeholders in the institution—and
evaluate the needs of each group of users. For each group the following ques-
tions need to be answered to identify what information users need, how the
information should be presented, and what frequency and timeliness are
required:

e What key information do the users need?

 What key indicators or ratios do the users need to monitor to perform their
jobs well?

= What additional information should the users have to be knowledgeable
about the organization’s performance and achievement of broader goals?

= What supplemental information could be included in reports to improve staff
performance (such as phone numbers on delinquency lists)?

e How can all the information the users need be clustered in the minimum
number of useful reports provided in the necessary timeframe?

= How can key indicators be incorporated so as to enable the users to monitor
trends in them?

= How can reports be designed to meet the needs of different users?

e How frequently and how immediately do the users need to receive the
information?

= How might the users’ information needs change in the future, and how would
those changes affect the design of the MIS?

The answers to these questions will help determine the design of reports.
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3.2 Key issues in report design

One of the most common weaknesses of information systems is poorly designed
reports. An MIS may have a wealth of data and track all activity accurately, but if
information does not reach staff in a useful form, the MIS is virtually worthless
(box 3.1). There also can be weaknesses on the users’ side. Users often misinter-
pret the information in reports because they don’t know the precise definitions
used in producing the numbers or the implications of those numbers. Good doc-
umentation and staff training can address both weaknesses.

Information is not all alike. As the following sections show, information needs
to be carefully selected, processed, and presented in a way that fits the needs of
the user and the purposes to which it will be put (box 3.2).

3.2.1 Content
Reports should generally focus on one issue, such as portfolio quality or liquid-
ity, and present all information pertinent to that issue. Although that may mean

Box 3.1
Improving MIS report formats: The experience of the Workers Bank
of Jamaica

The Workers Bank of Jamaica grew out of the Government Savings Bank, established
in 1870. The Workers Bank inherited the Post Office Banking Network, with almost
250 post office banking windows where small savers maintained accounts. By 1995 the
Post Office Division had more than 95,000 small savers, with more than $10 million
in deposits. That same year the bank decided to set up a microbanking unit to expand
microfinance services by offering microloans through the Post Office Division.

The bank was in the early stages of developing a comprehensive MIS. But it saw
a need to purchase a system to manage its small loans and the small savings accounts
in the Post Office Division until the larger MIS was fully operational. After analyz-
ing several systems, the bank chose an internationally available system to manage its
postal banking operation.

Although the system provided adequate capabilities for inputting information
and for financial calculations, the bank found its standardized reports insufficient.
Management was not receiving the accurate and timely information it needed about
portfolio activity by loan officer, post office, and region. And neither loan officers nor
managers were getting reports that would enable them to properly manage a
microloan portfolio with weekly payment cycles. To help develop report formats that
would better meet the bank’s needs in managing its new microloan portfolio, the bank
hired an independent consultant with many years of experience in computer pro-
gramming and managing microfinance institutions to advise on their design.

The new report formats meet the needs of loan officers and managers for con-
trolling delinquency and managing a growing microloan portfolio. They provide
timely and accurate information, they are easy to use, and they customize informa-
tion to fit the needs of users.

Source: John Owens, former microenterprise project manager, U.S. Agency for International
Development, Jamaica.

If information does not
reach staff in a useful
form, the MIS is
virtually worthless
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Box 3.2
Fitting information to its uses

Information has different characteristics, depending on the purpose for which it is used. And the same information will need
to be presented in different forms for different uses. There are three levels of information use in an organization—strategic,
management, and operational—and a fourth one that is external.

Information for strategic planning

Strategic information is used primarily by the institution’s board and senior management. Strategic information such as the
national distribution of microentrepreneurs, trends in the informal economy, and the institution’s coverage helps decision-
makers determine whether the institution is meeting its ultimate objectives. Strategic information also supports decision-
making on the acquisition and allocation of resources, such as planning and budgeting for growth, opening and closing
branch offices, and developing new financial products.

Strategic information is predictive, dealing with the future and the relative unknown. It encompasses such issues as pro-
jected economic growth, inflation rates, competition, and changes in government policies. Strategic information is oriented
toward the long term. And because it affects the directions that the institution takes, the future existence of the institution
depends on its quality.

Information for management control

Management information is used primarily by the executive director, chief financial officer, and senior department heads.
These managers need information on the use of resources and whether or not resources are being used as planned. Financial
reports and activity reports that compare actual performance with budgets and annual objectives fulfill this need.
Decisionmakers need management information to maintain control of the institution’s activities and performance. Thus they
monitor monthly portfolio quality reports, for example, so that they can react to any warning signs in the reports.
Management information focuses on the medium term, from three months to a year.

Information for operational control

All staff responsible for day-to-day activities need operational information that enables them to accomplish their tasks—such as
disbursing loans, collecting payments, carrying out training programs, or paying bills. Operational information enables the user
to take action. A delinquent client report identifies which clients a loan officer needs to visit. A delinquent loan follow-up report
enables a supervisor to ensure that corrective action is being taken. Operational information focuses on the short term.

Box FIGURE 3.1
Characteristics of data and information at different levels of use

Source Coverage Aggregation Time scope Age Precision Use

External Diversified Summary Future Old Less accurate Periodic

Strategic
lanning

Management
ontrol

Operational
ontrol

Y

Internal Narrow Detailed Historical Recent Exact Frequent

Source: Adapted from Rolland Hurtubise, Managing Information Systems: Concepts and Tools (West Hartford, Conn.: Kumarian, 1984).
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Box 3.2 (continued)
Fitting information to its uses

Characteristics of information

The three levels of information use can be depicted in a pyramid whose shape roughly follows that of an organizational pyra-
mid (box figure 3.1). Strategic information is needed at the top of the organization, and operational information is used by
the vast majority of employees. The characteristics of the information vary along several lines, depending on the level of use.

Source

Virtually all operational data are generated from internal sources—accounting records, client files, staff reports. The
more strategic the use, the more information must be drawn from external sources, such as inflation rates, growth trends,
and pending legislation.

Coverage

Strategic information deals with a diversity of topics and looks at issues related to the institution as a whole. Moving
down the pyramid, information becomes more defined, more narrow in focus, relating to single activities, departments,
or employees.

Aggregation

Strategic information may look at loan repayment performance for the institution as a whole (and compare it with repay-
ment for other institutions—an external source of information). Management information may look at repayment per-
formance for each branch office, line of credit, or loan officer. Operational information will look at repayment
performance for each loan.

Time scope

Strategic information is forward-looking, predictive, and speculative. Operational information is based on historical
data—such as which clients made their loan payments yesterday. Management information compares actual (or histor-
ical) data with budgeted (or predictive) targets.

Age

Operational data are based on recent information—in some cases the more recent the better. Loan officers need to know
as soon as possible which clients have paid and which are delinquent. Even if staff do not visit delinquent clients until
five days after a missed payment, the information needs to be up to date to ensure that they do not visit clients who made
their payment on the fourth day. Strategic data can be more dated.

Precision

Precision is most important for operational information, on which staff are likely to take immediate action. Cashiers
need to know the precise interest and penalties to charge clients; accountants need to know precise amounts to write
checks for recently approved loans. Management information can tolerate some imprecision; supervisors can review
financial statements that are only 95 percent complete and still reach meaningful conclusions. Strategic information tol-
erates the broadest range of uncertainty because it deals with the future.

Frequency of use

Operational information must be generated frequently—monthly, weekly, even daily, and sometimes on demand.
Management information is less frequent, usually monthly or quarterly. Strategic information is needed only periodi-
cally—usually once a year.

Information for external needs

Information is also required by external users, such as clients (or members), donors, investors, regulators, other micro-
finance institutions, government agencies, and the media. Some external users will utilize information generated for one
of the other three levels—for example, borrowers will require repayment schedules also used by operational staff. Others
will require information from several levels—for example, a donor may want to know local inflation rates, the institu-
tion’s cost recovery, and several human interest stories about clients. The sometimes limited control over the external
reporting requirements—which can change as external relationships change—argues for an open, flexible approach to
information management.
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Reports need to be
carefully designed
around the timing of
information needs in
the institution

repeating some information in more than one report, this repetition is normally
preferable to the user’s having to assemble information from different reports,
particularly if the reports are issued at different time intervals.

3.2.2 Categorization and level of detail

In organizations of substantial size the same information might need to be presented
at different levels of aggregation. For example, portfolio quality might be reported
for each loan officer in a branch office report, for each branch office in a regional
office report, and for each region in a report to the board. The same information
might also need to be organized by different categories. To assess repayment, an
institution’s management might need to analyze portfolio quality not only by loan
officer and branch office, but also by loan product, funding source, or client
characteristics.

For peer comparisons, comparative information from other areas is essential.
For example, a branch office manager should receive not only statistics for the
branch and for each loan officer in the branch, but also statistics on other
branches.

Because designing a sophisticated report can be time-consuming and infor-
mation can be presented and analyzed in unlimited ways, a microfinance institu-
tion must decide which approaches to organizing information it will use
regularly—for example, by officer or branch office—and invest in automating
these reports. There will probably be a need to analyze data by other criteria less
frequently—such as repayment performance by size of loan or type of business—
but these analyses can be done manually, by importing the data files into a spread-
sheet or by using a report writer (a software application that allows users to define
and generate reports without requiring source code programming).

3.2.3 Frequency and timeliness

Reports need to be carefully designed around the timing of information needs in
the institution. If loan officers visit delinquent clients every Tuesday, for exam-
ple, weekly delinquency reports need to be ready Tuesday morning. Monthly
financials may need to be ready for regularly scheduled board meetings. Some
information is required daily, and some is needed weekly, monthly, quarterly, or
annually. Other information is required on an ad hoc basis, and the system must
be capable of generating it on demand.

3.2.4 ldentifying information

All reports should have standardized headers and footers with important identi-
fying information. Each report should have a unique title. Also helpful is a report
number (ideally associated with the menu selection where the report is found).
Reports should display the date and time of printing, to avoid confusion when cor-
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rected reports are printed. Each report should also display the time frame that its
information covers. For example, a report printed on June 15, 1997, might pre-
sent an income statement for March 1-31, 1997. And each report should indicate
the preparer, information that can normally be automatically extracted from the
preparer’s log-on identity. All this information can be divided between the head-
ers and footers that appear on each page.

3.2.5 Trend analysis
Whenever possible, important reports should include trend information on key
indicators (see section 4.1.2 for information on trend analysis). Some possibilities:

= Incorporate a series of consecutive columns for different points in time. For example,
columns could present information for each month in the year. See report E1:
SUMMARY BALANCE SHEET.

* Include a second column with a longer-term average for comparison. For example,
a column showing amount disbursed in the current month could be followed
by a second column showing average monthly disbursement for the previous
three months. A third column could give the percentage change in the cur-
rent month relative to the longer-term average.

* Provide a comparison of actual and budgeted figures. Microfinance institutions
normally set targets for activity indicators (number of loans disbursed, num-
ber of active clients) at the beginning of the year. They also set budgetary tar-
gets (expenses, income generated, outstanding portfolio). Monthly and
year-to-date cumulative totals can be compared with these budgetary targets
to monitor trends. See report D5: SUMMARY ACTUAL-TO-BUDGET INCOME
STATEMENT.

For sample layouts of trend reports see section 3.2.8. See section 3.2.9 for
examples of how to use graphs to convey trend information.

3.2.6 Period covered
Reports cover different lengths of time. They can generate sums, averages, and
net changes for a day, a week, a month,

a fiscal year, a previous period (such as
the past three months), and life of | Box3.3

project.! Rules for designing good reports

1. Use standard letter-size paper whenever possible.

2. Present all information pertinent to an issue in a single report rather
3.2.7 Usability than spread over several reports.

Reports are generated to be used. So,

to optimize their design, there should legends at the end.

be careful study of how they are used 5. Study how reports are used and continually improve them.

and under what circumstances. For

3. Present information at the appropriate level of aggregation for the user.
4. Include identifying headers and footers in every report and explanatory
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example, loan officers need a single report showing the status of each client in
their portfolio. Since they carry it with them in the field, that report should be a
manageable size—ideally, fitting on a few pages of standard letter-size paper. It
should concisely present all necessary information in a single line to ease review.
It should contain useful reference information so that staff won’t have to look
elsewhere. For example, if many clients can be contacted by phone, a delinquency
report should include clients’ phone numbers. Reports should also include leg-
ends at the end explaining symbols or abbreviations used and defining important
indicators prone to misinterpretation.

3.2.8 Report templates

The pamphlet presents a variety of reports, but institutions will need to create
many additional specialized reports. This section presents three templates that
can be used in defining new reports: single- and multiple-level point-in-time
reports, which present information for a specific time, such as the end of the
month, and trend reports, which present information in a form that allows the
interpretation of changes.

Single-level point-in-time reports

Figure 3.1 shows a template for point-in-time reports, such as loan officer oper-
ating reports. This format is used often for operational reports at the branch
office level (see figure 3.6). Each page of the report includes a complete header
at the top. Each line represents a client account, branch office, or loan officer.
Each column represents a piece of data or a financial indicator, such as current
outstanding balance, disbursement date, or phone number. Where relevant,
totals are included. A legend at the end of the report explains any symbols used.
See report C2: DELINQUENT LOANS BY LOAN OFFICER.

FIGURE 3.1
Single-level point-in-time report template

Report date: 25/04/96 Report title Report no.: Xxxxx

Prepared by: A. Wong Branch office: <put name here> Printed: 26/04/96
13:50

Account

number Client Data item 1 Data item 2 Data item 3

90-00020-5 Client 1
90-00024-5 Client 2
90-00048-5 Client 3
90-00033-5 Client 4
90-00024-5 Client 5
90-00027-5 Client 6

Totals

< define symbols used in column headings here >
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FIGURE 3.2
Multiple-level point-in-time report template

Report date: 25/04/96 Report title Report no.: Xxxx
Prepared by: A. Wong Branch office: <put name here> Printed: 26/04/96

13:50
Branch/loan officer Data item 1 Data item 2 Data item 3
Branch A

Loan officer 1
Loan officer 2
Loan officer 3

Branch B
Loan officer 1
Loan officer 2
Loan officer 3

All branches

< define symbols used in column headings here>

Multiple-level point-in-time reports

Figure 3.2 shows a useful variation of the point-in-time report that provides infor-
mation at several different levels—by loan officer and branch and for the institution
as a whole. The format can be expanded as the institution grows by simply adding
new lines for loan officers and branches. Regional aggregate data could also be incor-
porated. See report C5: SUMMARY OF PORTFOLIO AT RISK BY BRANCH AND PRODUCT.

Trend reports

Figure 3.3 shows a template for trend information. Consecutive columns contain
information for the chosen periods (weeks, months, quarters, or years). Columns
might also show quarterly or fiscal year totals, annual budgets or projected
amounts, and the ratio of actual to budgeted amounts. See report G figure 4
SAMPLE SECTION WITH ACTIVITY INDICATORS.

FIGURE 3.3
Trend report template

Report date: 25/04/96 Report title Report no.: Xxxx
Prepared by: A. Wong Branch office: <put name here> Printed: 26/04/96
13:50

Month Month Month Fiscal year Projected Actual to

Description 1 2 3 total amount  projected

Section 1

Data item 1 3,000 3,500 3,800 10,300 10,000 103%

Data item 2

Data item 3

Data item 4

< define symbols used in column headings here>



32

MANAGEMENT INFORMATION SYSTEMS FOR MICROFINANCE INSTITUTIONS: A HANDBOOK

3.2.9 Graph analysis

Graphs are ideal for presenting information. But systems often produce too few
graphs or graphs of a type inappropriate for the information presented. Here are
some suggestions on key information to provide in monthly graphs, along with
appropriate formats:

= Portfolio in arrears more than a certain number of days (line chart)

= Portfolio in arrears by aging category (area chart; see figure 3.4)

= Average loan size (bar chart)

= Total loan disbursements (bar chart)

= Total outstanding portfolio (bar chart with a line representing annual projections)
= Total active clients (bar chart with a line representing annual projections)

= Number of new clients and number of dropouts (side-by-side bar chart)

e Income and expenses (line chart with two lines)

* Expenses by category (area chart)

* Yield compared with inflation rate (line chart with two lines).

Information from two categories can be combined to show potential relationships.
For example, figure 3.5 shows the relationship between arrears and portfolio growth.

Key graphs, such as those showing portfolio in arrears and actual and pro-
jected activity, should be updated regularly and posted in a prominent place so
that all staff can monitor performance.

3.3 Reporting framework

This section provides the framework, or conceptual structure, underlying the set
of sample reports in the pamphlet. Reports are grouped by level of user (for exam-

FIGURE 3.4
Area chart
Portfolio at risk by number of days

Pesrgentage at risk [ At risk less than 30 days
Bl At risk 31-89 days

[T At risk 90-179 days

Il At risk 180 days or more
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FIGURE 3.5
Trend comparison chart
Portfolio growth and share at risk
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ple, field staff) and by category (for example, loan portfolio reports). The frame-
work and the reports are illustrative; institutions will need to adapt them to their
needs, bearing in mind the issues discussed in section 3.2.

The reporting framework summarizes the main reports that should be pro-
duced for each level of users. The user levels can be portrayed in a structure sim-
ilar to an organizational pyramid, with users’ needs determined by where they are
in the pyramid (see figure 3.6 and box 3.2).

The appropriate reporting framework for an institution depends on its cir-
cumstances. The sample reporting framework here is for a fictitious institution,
ASPIRE, that provides 4,000 clients with credit and savings services through a
branch network. ASPIRE also runs a small nonfinancial services project that is
analyzed separately in the financial statements. Microfinance institutions whose
size, structure, or services are different would, of course, require somewhat dif-
ferent reports (box 3.4).

The reports can be grouped in seven categories:

A: Savings reports

B: Loan activity reports

C: Portfolio quality reports

D: Income statement reports

E: Balance sheet reports

F: Cash flow reports

G: Summary operational reports.

Many reports are used at several levels. For example, the same SummARY BALANCE
SHEET might be used by both board members and shareholders, and DELINQUENT LOANS
BY LoaN OFrFICER might be used by both field staff and branch managers.
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Box 3.4
Minimum list of reports for a small, credit-only micofinance institution

This suggested list of reports would be adequate for a credit-only microfinance insti-
tution working with about 1,500 clients through a single office. This list reduces the
reporting framework from 38 reports to 16.

Category A: Savings reports
No reports required

Category B: Loan activity reports
B1: Loan Repayment Schedule
B2: Loan Account Activity

B6: Active Loans by Loan Officer

Category C: Portfolio quality reports

C2: Delinquent Loans by Loan Officer

C4: Summarized Aging of Portfolio at Risk by Loan Officer
C7: Loan Write-off and Recuperations Report

C8: Aging of Loans and Calculation of Reserve

Category D: Income statement reports

D1: Summary Income Statement

D2: Detailed Income Statement

D6: Detailed Actual-to-Budget Income Statement
D7: Adjusted Income Statement

Category E: Balance sheet reports
E1: Summary Balance Sheet
E2: Detailed Balance Sheet

Category F: Cash flow reports
F1: Cash Flow Review
F2: Projected Cash Flow

Category G: Summary operational reports
Summary Operations Report

Box 3.5
Reports for clients

Al: Savings Account Activity

B1: Loan Repayment Schedule
B2: Loan Account Activity

B3: Comprehensive Client Status

3.3.1 Reports for clients

Clients need to see information on their account activity.
Primarily, they need information that would appear in a
typical bank statement, listing the account’s activity and
current balances, so that they can confirm that the infor-
mation is correct and understand how their account is
being treated—for example, how their payment is divided

among principal, interest, and other charges. Clients also

need a clear repayment schedule showing the amount and timing of payments due.

The presentation of client reports should emphasize clarity, avoiding extraneous

information and using common language where possible. For example, a loan activ-
ity statement should use disbursements and payments rather than debits and credits.
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FIGURE 3.6
Reporting by user level

External

Regulators: Level 7
Donors, investors: Level 6

Head office

Board of directors: Level 5
Senior managers
(executive director and
department heads): Level 4

Accounting Credit Savings
and finance department department
department

Branch office

Branch managers: Level 3
Field staff: Level 2

Clients: Level 1 ‘
3.3.2 Reports for field staff

Field staff—especially loan officers—cannot do their jobs
well without good, accurate information, presented punctu-
ally and in a useful form. For example, loan officers need the
repayment status of loans as of the previous business day so
that they can follow up immediately on overdue payments.

Whenever possible, reports for field staff should pre-
sent information only for their caseload, so that staff do
not have to sift through masses of information. And all the
information they need for a specific part of their job should
be presented in one concise report, such as the information
a loan officer needs for client follow-up (name, phone
number, amount overdue, next payment date). Report
preparation should coincide with the field staff’s work. For
example, if they dedicate Tuesdays to following up on
delinquent loans, the necessary report should be generated
at the end of the day on Monday.

Box 3.6
Reports for field staff

Al: Savings Account Activity

A2: Teller Savings Report

B1l: Loan Repayment Schedule

B2: Loan Account Activity

B3: Comprehensive Client Status

B4: Group Membership Report

B5: Teller Loan Report

B6: Active Loans by Loan Officer

B7: Pending Clients by Loan Officer
B8: Daily Payments Report

C2: Delinquent Loans by Loan Officer
C4: Summary of Portfolio at Risk by Loan Officer
C9: Staff Incentive Report

Summary Report for Field Staff

Field staff need information on several levels. They need detailed information
on clients and their accounts—such as that in B2: LoaN AcCCOUNT AcTIVITY and
B3: ComPREHENSIVE CLIENT StaTus—for loan approval or negotiations with a
delinquent client, for example. They need overview reports showing all the
accounts for which they are responsible—such as B6: ACTIVE LOANS BY LOAN
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OFFICER—t0 plan their daily activities. They need to see how they are performing
relative to other staff—through such reports as C4: SUMMARY OF PORTFOLIO AT
Risk BY LoaN OFFICER and C9: STAaFF INCENTIVE REPORT. And they need know
how the institution is performing and how they are contributing—through a
SUMMARY REPORT FOR FIELD STAFF.

Box 3.7
Reports for branch and regional managers

A3:

A4

A5:
A6:

B7:

C1l:
C2:
C3:
C4.
C5:

C6:
C7:
Cs:
Co:
D6:

Active Savings Accounts by Branch and Product
Dormant Savings Accounts by Branch

and Product
Upcoming Maturing Time Deposits
Savings Concentration Report
Pending Clients by Loan Officer
Detailed Aging of Portfolio at Risk by Branch
Delinquent Loans by Loan Officer
Delinquent Loans by Branch and Product
Summary of Portfolio at Risk by Loan Officer
Summary of Portfolio at Risk by Branch

and Product
Detailed Delinquent Loan History by Branch
Loan Write-off and Recuperations Report
Aging of Loans and Calculation of Reserve
Staff Incentive Report
Detailed Actual-to-Budget Income Statement

Summary Report for Branch Manager

Box 3.8
Reports for senior managers
in the head office

A6:

B9:

C3:
C5:

C7:
Cs:
D2:
D3:
D4:
D6:
D7:
E2:
E3:

F1:
F2:
F3:

Savings Concentration Report

Portfolio Concentration Report

Delinquent Loans by Branch and Product

Summary of Portfolio at Risk by Branch
and Product

Loan Write-off and Recuperations Report

Aging of Loans and Calculation of Reserve

Detailed Income Statement

Income Statement by Branch and Region

Income Statement by Program

Detailed Actual-to-Budget Income Statement

Adjusted Income Statement

Detailed Balance Sheet

Program Format Balance Sheet

Cash Flow Review

Projected Cash Flow

Gap Report

Summary Report for Senior Management

It is important to ensure that field staff understand the
information in the reports. Field staff make up the majority
of a microfinance institution’s staff, and their composition
changes frequently as institutions expand and staff turn
over. Reports should be clear and unambiguous. But even
with excellent reports, staff will need training in their use.

3.3.3 Reports for branch and regional managers
Branch managers need a full understanding of activities in
their branch office, but should not be overwhelmed by
details. They do need to stay informed about delinquency
problems—for specific loans, for each loan officer, and for
the branch. So they review detailed reports on delinquent
loans (such as C2: DELINQUENT LOANS BY LOAN OFFICER)
in addition to comparative reports on the loan officers in
their branch (such as C4: SUMMARY OF PORTFOLIO AT RisK
BY LOAN OFFICER).

The list of reports for managers in box 3.7 assumes a
small to medium-size branch whose manager is responsi-
ble for the loan portfolio and savings activity. If there are
middle management staff to assume these responsibilities,
the reporting might be divided up accordingly. Regional
managers, responsible for several branches, have no need
for information on specific accounts and would receive a
subset of the reports.

Branch managers are often responsible for the overall
financial performance of their branch. Thus they need
branch-level financial statements in addition to the sav-
ings and loan portfolio reports used by field staff.

3.3.4 Reports for senior managers in the head office
Senior managers, responsible for a tremendous amount
of activity, can easily be overwhelmed by information
unless it is carefully selected and synthesized. They need
to focus on aggregate information and general trends,
delegating responsibility for details to the institution’s
middle managers.
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Even when senior managers avoid detail, they can still receive far too much
information. Thus functions generally need to be split among senior man-
agers, so that the chief accountant focuses on financial statements, the credit
department head on portfolio reports, and the savings department head on
savings reports. The executive director needs an understanding of the key
issues in each area but can rely on the senior management team for analysis

and recommendations.

3.3.5 Reports for the board

Directors should regularly receive a concise, one- to two-
page report providing the most essential information about
the institution. Annexes can provide more detail for those
interested. Directors should also receive a SUMMARY
ACTUAL-TO-BUDGET INCOME STATEMENT, & SUMMARY
BaLANCE SHEET, and a quarterly CasH FLow RevVIEw.

3.3.6 Reports for donors and shareholders

Of all the user groups, donors and shareholders are most
interested in institutionwide information, and their
need for information is the least frequent—typically
quarterly. They need to know whether the institution is

Box 3.9
Reports for the board

D5: Summary Actual-to-Budget Income Statement
D7: Adjusted Income Statement

E1l: Summary Balance Sheet

F1. Cash Flow Review

Summary Report for Board

Box 3.10
Reports for donors and shareholders

D1: Summary Income Statement
E1l: Summary Balance Sheet
Summary Report for Shareholders and Donors

on track and whether they should be alerted to any
problems.

Many donors require specialized reports with specifi-
cally defined information. Requirements for alternative definitions or for infor-
mation not tracked by the MIS can mean intensive efforts to manually rework
information. Thus every effort should be made to negotiate the substitution of
regularly produced management reports for specialized donor reports.

3.3.7 Reports for regulators

Microfinance institutions regulated by an external body need to generate reports
for these regulators, which specify precise formats and definitions for report
preparation. Since these reporting standards vary widely among countries, no
sample reports for regulators are included in the pamphlet.

Note

1. Statistics for life of project are commonly included in hongovernmental organiza-
tions’ reports to show accumulated activity since services were initiated. Their inclusion
often indicates a short-term mentality, and the numbers often become meaningless after
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about three years. If they are incorporated into reports, care must be taken to ensure that
any new system can readily quantify the activity that occurred before the system was
established.



CHAPTER 4

Tracking Performance
through Indicators

The primary purpose of an MIS is to produce information that man-
agement can use for decisionmaking. The most concise way to present
such information is in the form of indicators. This chapter presents a
selection of the most important indicators for a microfinance institu-
tion, explains how to calculate them, and provides basic guidance on
interpreting them. The intent is to facilitate clear communication
between managers—about how they wish to track information—and
systems developers, whose task it is to create the systems to generate
that information.

No discussion of management information systems for microfinance institutions
is complete without a thorough treatment of financial and management indica-
tors. An MIS is created to generate information for decisionmaking, and the best
information for that purpose is generally that in the concise form of a financial
or management indicator.

Conceptual frameworks for defining and interpreting financial information
abound. Nearly every recommended list of indicators for microfinance institu-
tions groups those indicators in a comprehensive framework designed to meet the
needs of the intended users. The indicators in this chapter are oriented toward the
needs of managers. They are divided into six broad groups (table 4.1), but this
grouping should not be interpreted as an effort to develop a new comprehensive
framework; the indicators can be organized in any common framework.

Only a few of the indicators are considered by CGAP as key for both man-
agers of microfinance institutions and such external users as donors, investors,
and regulators. The other indicators are certainly worth tracking but are less crit-
ical. The list is by no means comprehensive. Most microfinance institutions will
choose to track additional indicators. Which indicators should be chosen often
depends on the institution’s characteristics—such as its financing sources, insti-
tutional structure, lending methodology, and range of services (table 4.1 identi-
fies the main characteristic that makes using an indicator appropriate).

A serious problem in microfinance is the lack of standard definitions.
Regulated institutions normally generate precisely defined indicators, sometimes
using a standard chart of accounts. But the international microfinance commu-
nity still does not have standard methods for calculating even the most important
indicators, despite progress in the past several years. This chapter therefore pre-
sents definitions of indicators, based primarily on the emerging consensus, in the
hopes of contributing to standardization in microfinance. Even more challeng-
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TaBLE 4.1

Suggested financial and management indicators for tracking

Characteristic that

Group/indicator makes use appropriate Section
Portfolio quality indicators
Portfolio at risk, two or

more payments 4.2.2
Loan loss reserve ratio 4.2.3
Loan write-off ratio 423
Loan rescheduling ratio Allowing frequent rescheduling 424
Profitability indicators
Adjusted return on assets 43.1
Adjusted return on equity Seeking outside equity investors 43.1
Return on assets 4.3.2
Return on equity Seeking outside equity investors 4.3.2
Financial sustainability 4.3.3
Financial solvency indicators
Equity multiplier Having debt 4.4.1
Quick ratio Having voluntary savings 4.4.2
Gap ratio Having short-term debt 4.4.3
Net interest margin Having debt 4.4.3
Currency gap ratio Having debt in foreign currency 444
Currency gap risk Having debt in foreign currency 4.4.4
Real effective interest rate Providing long-term loans in unstable 4.4.5

economies

Growth indicators
Annual growth in portfolio 4.5
Annual growth in borrowers 45
Annual growth in savings Having savings 4.5
Annual growth in depositors Having savings 4.5
Outreach indicators
Number of active clients 46.1
Percentage of female clients Focusing on gender issues 46.1
Number of active savers Having savings 4.6.2
Value of all savings accounts Having savings 4.6.2
Median savings account

balance Having savings 46.2
Number of active borrowers Having voluntary savings 4.6.3
Value of net outstanding

loan portfolio 4.6.3
Dropout rate 4.6.3
Median size of first loans Concerned about target group shift 4.6.3
Median outstanding loan

balance 46.3
Percentage of loans to Focusing services on a certain

targeted group sector or clientele 4.6.3
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TABLE 4.1 (continued)
Suggested financial and management indicators for tracking

Characteristic that
Group/indicator Key makes use appropriate Section

Productivity indicators
Active borrowers per loan

officer O 4.7.1
Active borrower groups

per loan officer Using group lending methodologies 4.7.1
Net loan portfolio per

loan officer O 4.7.1
Active clients per branch Having branch operations 4.7.1
Net loan portfolio per branch Having branch operations 47.1
Savings per branch Having savings and branch operations 4.7.1
Yield gap O 4.7.2
Yield on performing assets Having smooth funding sources? 4.7.2
Yield on portfolio O 4.7.2
Loan officers as a

percentage of staff 4.7.3
Operating cost ratio O 4.7.3
Average cost of debt Having short-term debt 4.7.3
Average group size Having group lending methodologies 4.7.3
Head office overhead share Having branch operations 4.7.3

a. The term smooth implies that the institution does not receive large, infrequent disbursements
from donors, a funding pattern that causes YIELD ON PERFORMING ASSETS to fluctuate significantly.

ing than standardizing the definitions of indicators is establishing optimal ranges
for their values that reflect best practice. For reasons explained in section 4.1.3,
this handbook makes no attempt to establish such ranges.

4.1 Interpreting indicators

This chapter presents a basic overview of the financial indicators in table 4.1—the
necessary background for designing and implementing an MIS that produces those
indicators. But because this volume is not intended to be a financial management
handbook, the chapter provides limited information on interpreting the indicators
and using them in decisionmaking. The growing financial management literature
targeted to microfinance gives valuable guidance in this area (see annex 3).

An important thing to remember in using indicators, however, is that numbers
don’t tell everything about an institution. Indicators need to be complemented by
discussions with staff and clients, with close attention to morale and perceptions.!

4.1.1 Understanding the composition of indicators
Interpreting financial ratios can be challenging. It requires a solid grasp of the under-
lying financial principles and in-depth knowledge of the institution’s operations and
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To avoid
misinterpretations,
no indicator should be
evaluated in isolation
from others

environment. To avoid misinterpretations, no indicator should be evaluated in isola-
tion from others. For example, an evaluation of PORTFOLIO AT RIsK should always
include the LOAN WRITE-OFF RATIO and the LOAN RESCHEDULING RATIO.

Indicators generally compare two or more pieces of data, resulting in a ratio
that provides more insight than do individual data points. The data for an indi-
cator are usually selected because they have a causal link, and the resulting num-
ber, often a percentage, can be judged relatively independent of such factors as
changes in scale of activity. For example, comparing salaries as a percentage of
total expenditure from one year to the next can be more informative than simply
comparing total salary expenditure for each year.

The selection of the denominator for a ratio can be extremely important.2
Many of the financial indicators in this chapter measure an institution’s financial
efficiency. One of the most useful ways of doing this is to compare the relation-
ship between income and costs with the assets being used by the institution.
Income and costs are readily obtained from the financial statements. But there
are different measures for the assets used by the institution, the two most com-
mon being average total assets and average performing assets.

Average performing assets is generally the more appropriate denominator for
measuring financial productivity, particularly for an institution using only part of
its assets to support its credit program (such as a multipurpose institution oper-
ating several types of programs). A typical balance sheet should include only cash,
interest-bearing deposits, net loans outstanding, and long-term investments as
performing assets.3 The average is calculated by totaling those assets at the begin-
ning of the year and at the end of each month, and dividing the total by 13.4

4.1.2 Trend analysis

Looking at trends in indicators—dynamic analysis—can often be more illumi-
nating than examining their absolute values—static analysis. It is more helpful to
know, for example, that the share of portfolio at risk for more than 90 days
dropped from 9 percent last month to 7 percent this month than to know that it
is now 7 percent. Static analysis can also lead to misinterpretation of brief aber-
rations and seasonal fluctuations. For example, if repayment typically slips
slightly in December, this can be more accurately interpreted in dynamic analy-
sis. An institution can incorporate dynamic analysis in its reports or even more
effectively in a regularly produced series of graphs (see section 3.2).

4.1.3 Institutional comparison

Ratio analysis can be a useful way to compare and evaluate the performance of
institutions. Managers can learn a great deal by comparing indicators for their
institution with those for similar institutions, particularly institutions exemplify-
ing best practice. External stakeholders, such as regulators and donors, can use
ratio analysis to monitor performance and spot problems.
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But ratio analysis must be done responsibly, taking into consideration the
many factors in an institution’s circumstances and methodology that can influ-
ence its financial ratios. This is particularly important in comparing institu-
tions—whether institutions in the same country or (much more problematic) in
different countries.

There is justifiable concern that adopting standard reporting definitions in
the microfinance community could lead some donors to focus too much on these
ratios, approving proposals only for institutions that have achieved the “best”
performance. At this relatively early stage in our understanding of the internal
dynamics of microfinance institutions, that would be a misuse of financial ratios.
Following are some of the factors that affect these ratios:

= Size. Large institutions have economies of scale that should reduce their cost
ratios.

* Maturity. A well-established institution should perform more efficiently than
a new one.

e Growth rate. Compared with other institutions, those growing rapidly tend to
be less efficient and profitable as they absorb the growth. They typically have
greater underutilized capacity (for example, new branch offices that have not
yet reached capacity) and a higher percentage of their portfolio tied up in
smaller and less profitable initial loans.®

e Loan portfolio turnover. Short-term loans may be more expensive for an insti-
tution because they have to be made more often to keep the same amount of
funds in the portfolio.

* Average loan size. Making 10 loans of $100 is more costly than making one
loan for $1,000.

* Frequency of repayment. Small regular repayments are more costly to process
than fewer large repayments.

= Geographical coverage. High-density urban areas are less costly to cover than
are sparsely populated rural areas.

= Services offered. For multipurpose institutions (which offer non-business-
related services, such as nutrition, health, and community services) and inte-
grated programs (which offer, in addition to financial services, such
business-related services as marketing and management or technical train-
ing), the costs of financial and nonfinancial services should be separated
when calculating financial ratios. But this is not always possible to do
accurately.

= Inflation and exchange rates. International comparisons are complicated by dif-
ferences in inflation rates, cross-currency exchange rates, and relative pur-
chasing power.

For these reasons this handbook makes no attempt to establish acceptable
ranges for indicators. Instead, it indicates only the preferred direction of change,
to help managers determine, through trend analysis, whether their institutions
are moving in the right direction.®

Ratio analysis must
be done responsibly,
taking into
consideration the
many factors that

can influence financial
ratios
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The need to generate
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4.2 Portfolio quality indicators

Portfolio quality indicators come first in the list, and their treatment here is
quite detailed because of their importance to microfinance institutions. In inter-
views performed during the preparation of this handbook, virtually all managers
questioned about the indicators they deemed most important ranked a portfo-
lio quality indicator at the top. Microfinance institutions are usually credit-dri-
ven. They may mobilize savings, but they often do so in order to have the
resources to make loans. The loan portfolio is by far the largest asset managed
by an institution—and if it is not managed well, unrecovered loans may well
become an institution’s largest expense. Good portfolio management is what
generally distinguishes solid, sustainable institutions from those suffering seri-
ous problems.

Bad portfolio quality saps the energy of an institution. Staff attention is
diverted to loan recovery. Costs escalate with the additional effort, while
income begins to fall as a result of missed interest payments. Clients begin to
see the institution not as providing services to the community, but as focusing
on the unpleasant task of loan recovery. Good clients lose access to responsive
services and larger follow-up loans as the institution undergoes a liquidity
crunch. Staff morale begins to plummet. Donor and investor confidence
begins to fade. Depositors withdraw their savings, worsening the liquidity cri-
sis. If the institution is supervised, regulators may intervene and close down
operations.

Portfolio quality can change virtually overnight. A healthy institution can
suddenly suffer serious repayment problems—perhaps as a result of a political or
economic crisis or of a natural disaster affecting a large number of its clients. In
addition, repayment depends on perceptions and attitudes. Clients tend to look
for signals from the institution on how serious it is about timely loan repayment.
The wrong signals can send messages that spread rapidly among the clientele—
thus the importance of closely monitoring repayment performance.’

Management needs to focus on portfolio quality from the beginning of credit
operations; it is a mistake to expand first and then concentrate on portfolio qual-
ity. The systems and procedures to monitor portfolio quality must be in place to
ensure that it does not begin to deteriorate without swift action by the
institution.

4.2.1 The challenges of monitoring portfolio quality

The challenge of monitoring portfolio quality has often been twofold: deter-
mining what indicator or indicators to use and establishing systems that gener-
ate those indicators in an accurate and timely fashion (box 4.1). This need to
generate portfolio quality indicators regularly has been perhaps the strongest
incentive for developing well-functioning, automated management information
systems.
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Box 4.1
Tracking portfolio quality at BRAC

Until 1992 BRAC used a loan monitoring system that classified loans in three gen-
eral categories: current, for loans still within the original 52-week maturity; late, for
loans that had matured but were restructured; and overdue, for loans that remained
outstanding past the rescheduled maturity date. Because of the many natural disas-
ters and seasonal disruptions in Bangladesh, BRAC knew that members might fall a
few payments behind. It assumed that they resumed paying as quickly as possible. But
the monitoring system was too general to allow BRAC to track individual loans from
the head office. Loans crossed into another category only after reaching maturity.
With external assistance, BRAC developed new tools to track its portfolio.

The most valuable new indicator, AGING OF PORTFOLIO AT RIsSK, allows BRAC to
classify loan principal outstanding by the number of payments missed and therefore to
identify repayment trends and patterns from month to month. This measure answers
the questions, How much of the portfolio is at risk, and where is the risk concentrated?

BRAC found that only 32 percent of loans outstanding had no missed payments
(a much lower percentage than expected), that delinquency rates were much higher
for some sectors than for others, and that the likelihood that past-due loans would be
repaid fell dramatically as the number of missed payments increased.

Armed with this new information, BRAC took immediate steps to emphasize
loan repayment among field staff, to strengthen loan collection procedures, and to
restructure the loans to problem sectors by reducing weekly payments. It also
improved technical assistance in these sectors. By June 1995, 87 percent of loans out-
standing had no missed payments.

In the 1980s most institutions used customized indicators of quality based on
a repayment rate (for example, the percentage of scheduled payments received
last month) or on an aging of the portfolio by the amount of payments in
arrears—and for lack of systems, this aging was often done only once a year.
Ideally, however, an indicator for monitoring the loan portfolio should satisfy the
following three requirements:8

= Sensitive. The indicator must detect even small changes in the quality of the
loan portfolio.

e Consistent. The indicator should move consistent with changes in portfolio
quality. That is, when portfolio quality deteriorates, the indicator should
always move in the direction indicating a worsening portfolio.

e Prudent. The indicator must identify the amounts that may reasonably be
considered at risk of being lost.

A major turning point in monitoring portfolio quality occurred with the 1991
publication of the ACCION monograph The Hidden Beast: Delinquency in
Microenterprise Credit Programs.® The monograph recommended using the PORT-
FOLIO AT RISK measure, a recommendation soon widely adopted by stronger
microfinance institutions.

In most instances PORTFOLIO AT RIsK satisfies the three criteria, but like all
financial indicators it should not be examined in isolation. Accurate interpretation
of portfolio quality requires comparing several indicators to ensure a complete

Accurate
interpretation of
portfolio quality
requires comparing
several indicators to
ensure a complete
picture



46

MANAGEMENT INFORMATION SYSTEMS FOR MICROFINANCE INSTITUTIONS: A HANDBOOK

picture. For example, an institution that pursues an aggressive write-off policy,
moving loans off the books after, say, 30 days’ delinquency, will probably appear
to have a healthy portfolio as measured by PORTFOLIO AT RISK. But when PORT-
FOLIO AT RISK and the LOAN WRITE-OFF RATIO are examined together, a more accu-
rate assessment of the situation emerges. Rescheduling delinquent loans can have
the same distortionary effect.

The following sections describe frequently advocated portfolio quality indi-
cators. For report formats that draw out this portfolio information in a useful and
concise way see the section in the pamphlet on loan portfolio reports.

4.2.2 Portfolio at risk

For most loan products a PORTFOLIO AT RISK indicator aged by periods reflecting
the frequency of repayment—such as 1-7 or 8-14 days for loans with weekly
repayments and 1-30 or 31-60 days for loans with monthly repayments—satis-
fies the three criteria and should be used as the primary indicator by program
staff. For internal management the most appropriate indicator is the percentage
of the portfolio that is delinquent by two or more payments—PORTFOLIO AT RISK
MORE THAN 7 DAYs for loan products with weekly payments and PORTFOLIO AT
RISK MORE THAN 30 DAvs for loan products with monthly payments. If a mix of
repayment frequencies is used, the 30-day cutoff is more suitable. Many financial
management guides recommend using a 90-day cutoff for external reporting,
because the result is generally more representative of long-term loss rates.1® The
longer period is also more apt for comparing microfinance institutions that dif-
fer in their use of short- and medium-term loans.

For rescheduled loans PORTFOLIO AT RISK Needs to be assessed separately and
interpreted with more caution than for the standard portfolio. These loans, hav-
ing fallen seriously behind schedule once before, are at much greater risk than

the overall portfolio.

PORTFOLIO AT RISK, TWO OR MORE PAYMENTS

The method of calculating PORTFOLIO AT RISK IS
described in the text accompanying report C1: DETAILED
AGING OF PORTFOLIO AT RISk BY BRANCH (see the pam-

Total outstanding balance of loans
more than two payments overdue

Total outstanding loan portfolio

For ASPIRE ...
PORTFOLIO AT RISK MORE THAN 30 DAYs is calculated
as follows:

60,570
910,000

7%

Data are from report C5.

phlet). The details of the calculation make it apparent that
in some instances PORTFOLIO AT RISK may not be the most
useful indicator, most notably for village banking lending.

Some microfinance institutions using this lending
methodology allow village banks to make partial pay-
ments. If a bank makes a payment for 33 of its 35 mem-
bers, the PORTFOLIO AT RISK indicator would consider the
entire loan at risk, even though 33 clients are paying well.
If complete information were available, the outstanding
balance of the two delinquent clients alone could be con-
sidered at risk, but most village banking methodologies do
not provide this much detail.
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For village banking, therefore, a more appropriate measure of portfolio qual-
ity iS CURRENT REPAYMENT RATE, Which divides payments received during the
period by payments that fell due during the period under the original loan con-
tract. Prepayments and late payments distort this indicator in the short term, so
it should be interpreted over long periods—for example, using a six-month mov-
ing average. CURRENT REPAYMENT RATE is affected little by accounting policies
(such as write-off policies and accrual of unpaid interest income) and loan refi-
nancing or rescheduling.

The indicator PORTFOLIO IN ARREARS Was commonly used to evaluate port-
folio quality before pPoRTFOLIO AT RISK became more widely accepted.
PORTFOLIO IN ARREARS considers only the overdue payment rather than the
entire loan balance. For example, if a loan with a balance of $1,000 has a single
payment of $100 overdue, PORTFOLIO AT RISk would consider the entire $1,000
at risk, while PORTFOLIO IN ARREARS is concerned only with the $100 that is over-
due. The calculation of arrears would be the same whether the outstanding loan
is $200 or $1,000, even though most would agree that the $1,000 loan gives more
cause for concern. PORTFOLIO IN ARREARS should never be used, because it offers
no benefit over other portfolio indicators that is not vastly outweighed by the
probability that it will underestimate repayment problems.

4.2.3 Loan loss reserve ratio and loan write-off ratio

All microfinance institutions should establish realistic loan loss reserves to accu-
rately show both the size of their portfolio and their true expenses (since loan
default is a cost of doing business). Reserve analysis should be done regularly—
monthly if systems allow easy calculation. There are a wide variety of techniques
for determining adequate provisions.!! This handbook discusses only the most
basic: provisioning for ever-greater percentages as the aging of the loan increases.

Report C8: AGING OF LOANS AND CALCULATION OF RESERVE summarizes
information on portfolio at risk, and its two right-hand columns establish an
appropriate reserve based on that information. The reserve is calculated by mul-
tiplying the balance at risk in each aging category by a percentage reflecting the
probability of loan loss. Such percentages are often established by regulatory bod-
ies. Those used here reflect common practice, but should not be used without con-
sulting local practice. If local regulation does not specify what percentage of each
group of aged overdue loans to provision, an institution should work toward a
range of percentages based on the experience of a historical cohort of loans, using
a standard scheme such as 10, 25, 50, and 100 percent in the meantime.

Figure 4.1 shows how the loan loss reserve needs to be adjusted each period. The
reserve at the beginning of the period is found in the balance sheet—25,000 in this
example. From this must be subtracted loans written off during the period, which
total 22,000. The loan loss reserve at the end of the period should match the amount
reported in the balance sheet (report E1), which is 34,200. So new provisions of
31,200 must be allocated to the reserve.
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FIGURE 4.1
Loan loss provision analysis

Period under analysis: 1 January 1996 to 31 December 1996

As a percentage

Amount Portfolio of portfolio Indicator
1 Loan loss reserve, beginning of period 25,000 654,000 3.8 Reserve ratio
2 Loans written off during period (22,000) 782,000 2.8 Loan write-off ratio
3 New provisions allocated during period 31,200
4 Loan loss reserve, end of period 34,200 910,000 3.8 Reserve ratio

These new provisions are established by crediting the loan loss reserve
account (account 1310 in the sample chart of accounts in chapter 2) and debiting
the loan loss provision expense account (account 5110). Thus the new provisions
show up as an expense in the period when the adjustment is made. When a loan
is actually written off, it does not show up as an expense—having been expensed
at the time of provisioning—but simply as a reduction in the contra-asset loan
loss reserve account (1310) to match the reduction in the loan portfolio receiv-

able account (1210).

LOAN LOSS RESERVE RATIO

Loan loss reserve

Gross outstanding portfolio

LOAN WRITE-OFF RATIO

Loans written off during period

Average gross outstanding
portfolio during period

Loan loss provision analysis involves two important
indicators. The LOAN LOSS RESERVE RATIO is calculated
as the amount in the loan loss reserve (account 1310)
divided by the gross outstanding portfolio (account
1200). The LOAN WRITE-OFF RATIO is the loan principal
written off during the period divided by the average
gross outstanding portfolio during the period (account
1200)—782,000 in the example, the average of the ini-
tial and the ending portfolios.1?

Generally, over the long term the LOAN WRITE-OFF
RATIO should be close to the LOAN LOSS RESERVE RATIO.
Any significant difference would indicate changing repay-
ment performance or inappropriate provisioning policies.

4.2.4 Loan rescheduling ratio
Many microfinance institutions discourage or forbid frequent loan rescheduling.
But when rescheduling is used, the rescheduled loans should be tracked separate

LOAN RESCHEDULING RATIO

Gross outstanding balance
of rescheduled loans

Gross outstanding portfolio

from the rest of the loan portfolio because of the higher risk
associated with them (see account 1240 in the sample chart
of accounts). One tool for doing so is the LOAN RESCHED-
ULING RATIO, Which compares the rescheduled portfolio
with the total outstanding loan portfolio. A sudden drop in
PORTFOLIO AT RIsk might be explained by an increase in this
ratio.
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4.3 Profitability indicators

Basic financial statement indicators, such as net income, hint at an institution’s
level of profitability. But they do not take into consideration whether income is
donated or earned, whether loans received by the institution are priced compet-
itively or subsidized, or whether the institution receives in-kind support. A truly
accurate assessment of an institution’s sustainability must anticipate the future,
when this external support may end. The three main profitability indicators
explained in this section—ADJUSTED RETURN ON ASSETS, ADJUSTED RETURN ON
EQUITY, and FINANCIAL SUSTAINABILITY—are therefore based on financial state-
ments that have been adjusted to offset the effect of external subsidies.

4.3.1 Adjusted return on assets and on equity

All basic business courses teach that the ultimate goal of commercial businesses—
including commercial banks—is to maximize shareholders’ wealth by maximizing
profit. The principal means of quantifying this performance is through RETURN ON
EQUITY, Which measures profit (or net income) relative to the equity in the institu-
tion (the amount invested by shareholders). Table 4.2 presents an equation showing
the relationship of RETURN ON EQUITY to four other commonly used indicators.13

The PROFIT MARGIN shows the surplus income (or deficit) generated by the
institution in relation to its total income. This surplus, or net, income is usually
the difference between total adjusted income and total adjusted expenses. (The
concept of adjusted income is explained in the discussion of report D7 in the
pamphlet.) ASSET UTILIZATION, sometimes referred to as the institution’s yield,
relates income to total assets.

When the PROFIT MARGIN and ASSET UTILIZATION are multiplied, the total
income in the denominator of the PROFIT MARGIN cancels out with the total
income in the numerator of ASSET UTILIZATION. The result is net adjusted income
over total assets—or ADJUSTED RETURN ON ASSETS. In the example the return is
negative, indicating that the institution would be losing money if it depended
fully on commerecial financing.

TABLE 4.2
The relationship of return on equity to four other commonly used indicators

A truly accurate
assessment of an
institution’s
sustainability must
anticipate the future,
when external support
may end

PROFIT ASSET _ ADJUSTED RETURN EQUITY ADJUSTED RETURN

MARGIN UTILIZATION - ON ASSETS MULTIPLIER ON EQUITY
Net adj. income Total adj. income Net adj. income Avg. total assets Net adj. income
Total adj. income Avg. total assets Avg. total assets Avg. total equity Avg. total equity

For ASPIRE the indicators are calculated as follows (data are from report D7):

(51,247) 412,140 (51,247) 827,576
412,140 827,576 827,576 193,424

-12.4% X 49.8% = —6.2% X 4.28

(51,247)
193,424

= -26.5%
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ADJUSTED RETURN ON ASSETS

Net adjusted income
from financial services

Average total assets

ADJUSTED RETURN ON EQUITY

Net adjusted income
from financial services

Average total equity

The EQUITY MULTIPLIER represents the institution’s
leverage. If the institution has no debt, the EQUITY MULTI-
PLIER would be 1.0. But if the institution can attract savings,
commercial loans, soft loans, and other forms of debt, as in
the example, it can leverage its equity base and increase its
scale of activity. When ADJUSTED RETURN ON ASSETS iS
multiplied by the EQUITY MULTIPLIER, total assets cancels
out of the numerator and denominator, leaving net adjusted
income over total equity, or ADJUSTED RETURN ON EQUITY.

ADJUSTED RETURN ON ASSETS and ADJUSTED RETURN
ON EQUITY compare net adjusted income (or profit) with
the institution’s assets or the shareholders’ investment.
The greater the leveraging in a profitable institution, the
larger the difference between the two returns.14

Traditional financial institutions and businesses emphasize RETURN ON

EQuUITY for comparing performance. Comparisons based on this indicator assume
that the institutions considered operate on equal footing, have similar institu-
tional, ownership, and capital structures, and are all motivated by profit. These
assumptions are reasonably correct for, say, U.S. commercial banks.1®> But RETURN
ON EQUITY makes little sense for comparing microfinance institutions, which have
widely divergent liability and equity structures. Many have large equity bases built
up through donor funds; others have little equity and are funded through soft
loans. For these institutions RETURN ON ASSETS is more appropriate. And because
of the grants and subsidies that microfinance institutions still receive and the dif-
ferent economic environments in which they operate, it is advisable to first make
adjustments to the financial statements before calculating RETURN ON ASSETS, a

process known as adjusted return on assets analysis.16
Report D7 incorporates the adjusted return on assets approach into the income
statement format, dividing adjusted amounts by the average total assets for the year.
(To provide an alternative analytical approach, it also divides the adjusted amounts
by the average outstanding portfolio.) The figure for

ADJUSTED RETURN ON ASSETS is —6.2 percent, which

RETURN ON ASSETS

Net income from
financial services

Average total assets

RETURN ON EQUITY

Net income from
financial services

Average total equity

appears on the line adjusted return from financial services oper-
ations. The supporting calculations appear in the analysis
box below the income statement.

4.3.2 Return on assets and on equity

Although adjusted indicators for return on assets and on
equity are important for getting a true, long-term per-
spective on a microfinance institution’s financial viability,
it is also useful to track the nominal (unadjusted) values of
these returns. Because these nominal returns are standard
business measures, they are generally requested by banks
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and investors not accustomed to negotiating with micro-
finance institutions.

4.3.3 Financial sustainability

The most commonly discussed indicator for institutional
sustainability is FINANCIAL SUSTAINABILITY. This is gener-
ally considered to be earned income (excluding grants)
divided by operational and financial expenses, where finan-
cial expenses include some cost associated with inflation.’
The definition proposed here—total adjusted financial
income divided by total adjusted financial services
expenses—follows the guidelines for adjusting income and
expenses presented in the discussion of report D7 (see the
pamphlet). The indicator is quite similar to PROFIT MARGIN.

4.4 Financial solvency indicators

This section describes indicators related to institutions’
safety and soundness. The relevance for an institution of
nearly all these indicators depends to some degree on the
composition of its balance sheet, including the kind of
debt, if any, that it has.

4.4.1 Equity multiplier

The EQUITY MULTIPLIER is an indicator of leverage—how
extensively the institution is using its equity to expand its
available resources by increasing its liabilities. The measure
indicates the institution’s capability of covering potential
losses in assets. For example, if the institution cannot col-
lect a large share of its outstanding loans, does it have
enough equity to cover these losses? If not, it will be unable
to honor its liabilities, such as the savings of clients and the
loans from donors or development banks, and would be
technically bankrupt. To protect the interests of these exter-
nal parties, regulators closely monitor the EQUITY MULTI-
PLIER (and the closely related capITAL ADEQUACY indicator).

4.4.2 Liquidity risk indicators

For ASPIRE ...

The RETURN ON ASSETS is calculated as follows:

52,640
827,576

=6.4%

The RETURN ON EQUITY is calculated as follows:

52,640
193,424

=27.2%

Data come from reports D1 and E1.

FINANCIAL SUSTAINABILITY

Total adjusted financial income

Total adjusted financial expenses

For ASPIRE ...

FINANCIAL SUSTAINABILITY is calculated as follows:

412,140

—————=8%%
463,387

Data come from report D7.

EQUITY MULTIPLIER

Total assets

Total equity

For ASPIRE ...

The EQUITY MULTIPLIER is calculated as follows:

1,000,800 _
251,640

Data come from report E1.

Liquidity risk—relating to whether an institution has sufficient liquid resources
to honor its liabilities—is an important concern for a well-managed financial
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institution. But of all the topics addressed in this chapter, it also lends itself least
to analysis by a straightforward indicator. Liquidity is best managed by cash flow
projections, which can be of varying sophistication, depending on the institu-
tion’s needs and complexity (for guidance on preparing such projections see the
section in the pamphlet on cash flow reports).

A microfinance institution needs to avoid excesses and shortfalls in its liquid-
ity. Too much liquidity means that the institution is not using its resources wisely,
since institutions normally earn higher returns on loans and long-term invest-
ments than on cash and cash equivalents. But too little liquidity may mean that
the institution will be unable to honor its commitments. A microfinance institu-
tion needs liquidity to pay expenses, disburse new loans, make payments on any
loans that it has, and honor withdrawal requests from clients with savings or time
deposits.

Given the circumstances under which most microfinance institutions oper-
ate, managers should generally err on the side of conservative liquidity manage-
ment, maintaining greater liquidity than a commercial bank would. While
commercial banks can readily suspend lending when liquidity shortfalls occur,
microfinance institutions should avoid this because of the danger it poses for
clients’ motivation to repay loans. Institutions that depend on donor funding, the
timing of which can be unpredictable, should calculate liquidity margins with a
good deal of cushion.18
The liquidity indicator most appropriate for an institu-

QUICK RATIO

Liquid assets

tion depends much on its type. If the institution mobilizes
voluntary passbook savings, it will need to ensure adequate
liquidity to meet client requests for withdrawals, using an

Current liabilities indicator such as the Quick raTI0. If it holds most savings in

the form of collateral savings tied to loan balances, the
QuICK RATIO is less important. Calculations of the Quick

For ASPIRE ...

raT10 should exclude from the denominator any liquid assets
that are restricted donor funds, since they cannot be used to

The Quick RATIO is calculated as follows: meet liabilities.

42,000 _
88,000

Data come from report E1.

For institutions with a growing loan portfolio a LIQ-
UIDITY ADEQUACY RATIO such as those proposed by Bartel
and others and by Christen is more useful in planning than
the QuICK RATI0.19 LIQUIDITY ADEQUACY RATIOS estimate

8%

the institution’s ability to meet projected expenses and
demand for new loans over a period such as one month. To generate these indi-
cators, it is necessary to first prepare an estimated cash flow projection and then
distill the information into an indicator.

4.4.3 Interest rate risk indicators
When a microfinance institution uses short-term liabilities to fund longer-term
loans, it is exposed to interest rate risk. Take for example an institution that uses short-
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term time deposits to fund 12-month loans. If the economic environment changes so
that the institution must raise the rate it pays on time deposits to prevent depositors
from withdrawing their funds and going elsewhere, its costs will increase while the
interest earned on its loans will remain the same. Managers can minimize this risk by
asset and liability matching—matching the terms of liabilities with the terms of the
assets they fund. An institution with mismatched terms may need to reprice its lia-
bilities, for example, raising the interest rate it pays on passbook savings. The inter-

est rate it earns on its loans will remain frozen until the loans
are repaid and the funds can be lent at a higher rate.

Gap ratio

The principal indicator of interest rate risk for micro-
finance institutions with substantial short-term debt is the
GAP RATIO, Which compares the values of assets and liabil-
ities that will mature or can be repriced upward or down-
ward during the period under analysis.

Gap analysis is a standard analytical technique used by
commercial banks, but it has limited applicability in
microfinance today and is a complex topic that is beyond
the scope of this handbook.20

Net interest margin

A more basic but less precise indicator of interest rate risk
is the NET INTEREST MARGIN, commonly called the spread.
The NET INTEREST MARGIN calculates the income remain-
ing to the institution after interest is paid on all liabilities
and compares this with the total assets or the performing
assets of the institution (see section 4.1.1 for a discussion of
the choice of denominator). Tracking this indicator over
time will reveal whether the spread is changing and whether
the interest rate charged on loans or that paid on savings
needs to be adjusted. Like many indicators, the NET INTER-
EST MARGIN is more appropriate for commercial banks,
which are highly leveraged with debt demanding commer-
cial interest rates, than for microfinance institutions. If a
microfinance institution has a large equity base or subsi-
dized loans, or if inflation is high or variable, this indicator
would not provide helpful information. Nlor would it be
useful for comparing an institution with its peers.

4.4.4 Exchange risk indicators

GAP RATIO

Rate-sensitive assets

Rate-sensitive liabilities

For ASPIRE ...

The caP rRATIO is calculated as follows:

640,000
78,000

=8.2%

Data come from report F3.

NET INTEREST MARGIN

Interest revenue — interest expense

Average performing assets

For ASPIRE ...

The NET INTEREST MARGIN is calculated as follows:

360,360 — 63,000
784,650

=37.9%

Data come from reports D7 and E1.

Exchange risk occurs when the share of an institution’s assets denominated in
a foreign currency differs substantially from the share of its liabilities denom-
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CURRENCY GAP RATIO

Assets in specified currency
1- X 100%

Liabilities in specified currency

For an institution ...

... with a loan of 100,000 in a foreign currency, and
with 50,000 in a bank account denominated in the
same currency but the balance loaned out in local
currency, the CURRENCY GAP RATIO would be calcu-
lated as follows:

(l 50,000

- ) X 100% = 50%
100,000
In this example only 50 percent of the liability is
protected. The other 50 percent is exposed to
exchange risk.
Data would come from report E2.

CURRENCY GAP RISK

Assets in specified currency
— liabilities in specified currency

Performing assets

For that same institution ...

... with 500,000 of performing assets, the CURRENCY
GAP RISK is calculated as follows:

50,000 - 100,000 _

=-10%
500,000
Data would come from report E2.
REAL EFFECTIVE INTEREST RATE
1 + nominal effective interest rate 11 X 100%

1 + inflation rate

inated in that currency. A microfinance institution in
Latin America, for example, might have debt from
international investors and development banks denom-
inated in U.S. dollars. It converts those funds to local
currency and lends them to its borrowers, at an interest
rate set to cover expected devaluation of the local cur-
rency with respect to the foreign currency. But there is
always a risk of a greater change in exchange rates that
would devalue the assets in the loan portfolio, while the
institution remains liable for the full debt. For this rea-
son bank regulators normally look for careful currency
matching.

Currency gap ratio

A currency gap can be calculated in the same way as the
interest rate gap. A multicurrency accounting system that
provides for currency position accounts continuously
monitors this currency gap by comparing assets and lia-
bilities denominated in each currency used. The gap (or
net difference) between the assets and the liabilities for a
currency is carried in the position account.

Currency gap risk

The CURRENCY GAP RIsSK indicator measures the institu-
tion’s currency exposure relative to its performing
assets. The cURRENCY GAP RATIO could indicate a high
exposure if the institution has borrowed funds denomi-
nated in a hard currency that it lends out in local cur-
rency, but if the hard currency loan is small relative to
the institution’s performing assets, there is little cause
for worry.

4.4.5 An inflation risk indicator—real

effective interest rate

Microfinance institutions should always be aware of future
trends in inflation and manage their assets and fee struc-
tures accordingly. If inflation is likely to increase, man-
agers may have to raise interest rates or fees to maintain
an adequate real effective interest rate—the difference
between the nominal effective interest rate and the infla-
tion rate. (Managers facing severe inflation may need to
shorten loan terms, lend in more stable currencies, index
loan values to some stable value, or even suspend lending
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temporarily.) The nominal effective interest rate is calcu-
lated by combining the nominal interest rate with com-
missions and fees charged to the client and determining
what interest rate charged on a declining loan balance
would generate an equivalent income stream for the
institution.2!

4.5 Growth indicators

For ASPIRE ...

The REAL EFFECTIVE INTEREST RATE is calculated as
follows:

1+0.48
1+0.12

- 1) X 100% = 32%

Data come from reports D7 and E1.

Most successful microfinance institutions undergo periods of substantial growth.
This section presents four basic growth indicators that should be monitored reg-
ularly—monthly or quarterly—to ensure that an institution’s growth does not

exceed its capacity to administer its portfolio.

The indicators monitor growth in loan portfolio, borrowers, savings, and

depositors. All four indicators are calculated as follows:

Amount at end of period

—amount at beginning of period
Growth rate = g gorp

Amount at beginning of period

Growth rates need to be identified by the period they
cover, for example, annual or monthly. To ease interpreta-
tion, monthly or quarterly growth rates can be expressed
in their annualized equivalents. The process for annualiz-
ing rates is as follows:

Annual growth = (1 + period growth)/m — 1

where m is the number of months in the period. For
example, a quarterly growth rate of 2 percent would be
annualized as follows:

(1+0.02)* -1 =8.25%.

For an institution with low growth rates and few com-
pounding periods, a close approximation is simply the
periodic growth rate times the number of periods in a
year—for example, 2% X 4 quarters per year = 8%.

4.6 Outreach indicators

X 100%

For ASPIRE ...

The growth rates are calculated as follows:
ANNUAL GROWTH IN PORTFOLIO

910,000 - 654,000
654,000

X 100% = 39%

ANNUAL GROWTH IN BORROWERS

4,024 - 3,050
3,050

X 100% = 32%

ANNUAL GROWTH IN SAVINGS

60,000 — 45,000
45,000

X 100% = 33%

ANNUAL GROWTH IN DEPOSITORS

629 - 520
520

X 100% = 21%

Data come from reports A6, C5, and E1.

The concept of outreach addresses a fundamental difference between micro-
finance institutions and normal commercial finance institutions—most micro-
finance institutions are established to accomplish a mission that is partly or
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wholly socially motivated, not simply to maximize investors’ return. Although
these missions differ, most include extending financial services to the poor and
excluded. This section presents indicators that attempt to measure success in
accomplishing that goal. The indicators capture two aspects of outreach. Three
of the indicators—NUMBER OF ACTIVE CLIENTS, VALUE OF NET OUTSTANDING
LOAN PORTFOLIO, and VALUE OF ALL SAVINGS ACCOUNTs—relate to the breadth
of outreach. The rest relate to the depth of outreach—how poor and disadvan-
taged the clients being reached are. The indicators are divided into three cate-
gories—client outreach, savings outreach, and loan outreach.

4.6.1 Client outreach

There are two client outreach indicators. The first, NUMBER OF ACTIVE CLIENTS,
is simply the total number of clients receiving services. Care must be taken not
to double count clients receiving two loans simultaneously or those with both
savings and loan accounts. The second client outreach indicator, PERCENTAGE OF
FEMALE CLIENTS, highlights gender issues. This indicator can sometimes be mis-
leading. When loans to family-operated businesses are considered to be in the
name of one spouse, even though both spouses may be required to sign the con-
tract and both are actively engaged in the business, the statistic is distorted. And
when loans to women are significantly smaller than loans to men—as when
women receive loans for commerce and men receive loans for production—
women may hold a far smaller share of the outstanding loan portfolio than sug-
gested by their representation among clients. One way to monitor for such
discrepancies in service is to generate each outreach indicator separately for men
and women.

4.6.2 Savings outreach

NUMBER OF ACTIVE SAVERS needs to take into account clients with more than one
savings account. Microfinance institutions with both voluntary and compulsory
savings should monitor the number of savers in each category. The indicator
VALUE OF ALL SAVINGS ACCOUNTS is simply a summation of all savings deposits,
information easily extracted from the balance sheet. (When savings are held by a
village group, however, the information does not appear in the institution’s finan-
cial statements and other methods must be used to monitor this indicator.) Again,
voluntary and compulsory savings can be differentiated. MEDIAN SAVINGS
ACCOUNT BALANCE shows the savings of the typical client. Median values are
more informative than averages for analyzing distributions that are highly
skewed, as savings accounts tend to be. The median is calculated relatively easily
in computerized systems, as the account balance at which 50 percent of accounts
are larger and 50 percent smaller. In noncomputerized systems the average bal-
ance may be easier to calculate, by dividing VALUE OF ALL SAVINGS ACCOUNTS by
NUMBER OF ACTIVE SAVERS.
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4.6.3 Loan outreach

In calculating NUMBER OF ACTIVE BORROWERS, care needs

to be taken not to double count clients with more than one

active loan. The indicator VALUE OF NET OUTSTANDING

LOAN PORTFOLIO is extracted from the balance sheet.
DRroPOUT RATE is an important indicator, but one that

DROPOUT RATE

Number of follow-up loans
issued during period

Number of loans paid
off during period

few microfinance institutions monitor. It covers clients

who stop receiving loans because they are dissatisfied with

the institution’s services, no longer need to borrow, have been rejected because
of poor repayment performance, or have “graduated” from the institution, with
borrowing needs that exceed what it can offer. The importance of monitoring
this information lies in the need to build up a large, reliable client base. A high
dropout rate means that an institution must bring in new clients, who are riskier
to work with, take more staff time, and usually receive smaller loans. It also
endangers the institution’s ability to continue growing, as it may run out of solid
clients. A high dropout rate usually indicates a problem with the institution’s ser-
vices and should be investigated.

The dropout rate formula does not rely on standard data from portfolio
reports. The information needed to generate this indicator is available in the
MIS, but it must be processed carefully. The numerator must include all loans
other than initial loans to first-time clients.

Two indicators track median loan size. The first analyzes the MEDIAN sIZE OF
FIRST LOANS (clients’ first loans from the institution). Tracking this indicator helps
to separate client characteristics from growth trends as repeat clients receive ever-
larger loans—and thus to monitor the economic level of entry-level clients.?2 The
second indicator, MEDIAN OUTSTANDING LOAN BALANCE, can be expected to grad-
ually increase for repeat clients. This indicator uses outstanding balance rather
than initial loan disbursement because it better represents the level of financial
service being provided. It cannot be easily compared with the indicator MEDIAN
SIZE OF FIRST LOANS.

PERCENTAGE OF LOANS TO TARGETED GROUP is a flex-
ible indicator that an institution can use for one or more

categories of targeted clientele: Amount of portfolio held by targeted group

PERCENTAGE OF LOANS TO TARGETED GROUP

< A microfinance institution that works in both urban Total outstanding loan portfolio

and rural areas might monitor the percentage of loans
disbursed in rural areas with poor access to financial services.

= A microfinance institution might monitor the percentage of loans under, say,
$300, which could be considered targeted to needier clients.

4.7 Productivity indicators

Productivity indicators are generally of more interest to management than to
external regulators. Making the best use of resources and providing services at
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least cost are important, but productivity has only indirect influence on the safety
and soundness issues that concern regulators. The productivity indicators here
are divided into three areas—operational productivity (the use of staff and office
resources), financial productivity (the use of financial resources), and efficiency.
The productivity indicators are all a ratio of some quantity of “output” to a unit
of “input.” The efficiency indicators analyze the internal use of resources.

4.7.1 Operational productivity indicators
Three operational productivity indicators look at loan officer productivity and
three at branch office productivity.

Loan officers’ productivity is best defined by caseload—the number of clients
they are assisting—and portfolio—the amount of resources for which they are
responsible. Caseload is best defined by the indicator ACTIVE BORROWERS PER
LOAN OFFICER, Which covers individuals with loan balances that have not been
written off. An institution using peer lending should include all borrowers who

will receive loans, even if it considers the funds lent to the

For ASPIRE ...

The productivity indicators are calculated as follows:

ACTIVE BORROWERS PER LOAN OFFICER

group a single loan. To complement the borrower-based
caseload, the institution should also monitor a second
indicator, ACTIVE BORROWER GROUPS PER LOAN OFFICER.
The third indicator, NET LOAN PORTFOLIO PER LOAN OFFI-
CER, is a critical one because it is the loan officer’s portfo-

4024_..0 lio that generates a microfinance institution’sincome. The
13 greater the portfolio for a given staff size, the more finan-
ACTIVE BORROWER GROUPS PER LOAN OFFICER cially productive the institution.
900 Microfinance institutions with decentralized structures
13 69 should also monitor the productivity of each branch office.
The indicators for this are similar to those for loan officer
NET LOAN PORTFOLIO PER LOAN OFFICER productivity, but may have some key differences for insti-
875,800 _ 67,370 tutions offering savings services as well as credit. ACTIVE
CLIENTS PER BRANCH should consider all clients—savers
ACTIVE CLIENTS PER BRANGH and borrowers—while ensuring that clients with multiple
accounts are not double counted. The NET LOAN PORTFO-
4,(;&12 2,012 LIO PER BRANCH and SAVINGS PER BRANCH should also be

NET LOAN PORTFOLIO PER BRANCH

monitored.

875,800
2 - 437,900 4.7.2 Financial productivity indicators
Financial productivity indicators look at how well the
SAVINGS PER BRANCH institution uses its resources to generate income.
60,000 30,000
2 Yield gap
Data come from reports C4, C5, and EL. YIELD GAP is a highly useful indicator that all institutions

should monitor regularly. It measures the difference
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between the theoretical interest yield the institution ought
to be producing and the actual interest income received
during a period. A large YIELD GaP should be investigated,
since it may signal delinquency, fraud, or accounting
problems.

The theoretical interest yield is the interest rate
charged on an outstanding loan balance that would gener-
ate the same interest income as the method used. If the
institution currently charges interest on the declining bal-
ance, the nominal interest rate and the theoretical interest
yield are equivalent.23 The actual interest yield is derived
from the financial statements as the interest income for the
period divided by the average net loan portfolio during the
period.

Yield on performing assets and yield on portfolio
Two other indicators are suggested for monitoring finan-
cial productivity—YIELD ON PERFORMING ASSETS and
YIELD ON PORTFOLI0.24 Which should be used depends on
how the institution is financed. The preferred indicator
for financial institutions is YIELD ON PERFORMING ASSETS,
which compares all financial income—interest, fee
income, and late fees earned on credit services as well as
income earned on investments—with average performing
assets, as defined in section 4.1.1. This indicator measures
the productivity of the institution’s management of its
resources.

For most microfinance institutions, however, YIELD ON
PORTFOLIO provides more reliable trend information. If an
institution receives large, infrequent disbursements from a
donor, YIELD ON PERFORMING ASSETS Will vary with the
timing of the disbursements, over which the institution has
little control. YIELD ON PORTFOLIO compares credit service
income (that is, income excluding that on investments)
with the average net outstanding loan portfolio. Thus in
contrast to YIELD ON PERFORMING ASSETS, it measures only
the productivity of the loan portfolio. Decreases in the
yield figure (assuming the same effective interest rate) indi-
cate that the portfolio is not performing well.

4.7.3 Efficiency indicators
Five efficiency indicators are suggested. LOAN OFFICERS AS
A PERCENTAGE OF STAFF is important to monitor to ensure

YIELD GAP

Theoretical interest yield — actual interest yield

For ASPIRE ...

The YIELD GAP is calculated as follows:

360,360
782,000

8% =48% —46.1% = 1.9%

Data come from reports D1 and E1.

YIELD ON PERFORMING ASSETS

Financial income

X 100%
Average performing assets

For ASPIRE ...

The YIELD ON PERFORMING ASSETS is calculated as
follows:

412,140
784,650

X 100% =52.5%

Data come from reports D7 and E1.

YIELD ON PORTFOLIO

Credit service income

Average net outstanding
loan portfolio

For ASPIRE ...

The YIELD oN PORTFOLIO is calculated as follows:

407,760
782,000

X 100% =52.1%

Data come from report E1.
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Efficiency indicators

L OAN OFFICERS AS A PERCENTAGE OF STAFF

Number of loan officers

X 100%
Total number of staff
OPERATING COST RATIO
Total operating costs 100%

Average net outstanding portfolio

AVERAGE COST OF DEBT

Interest expense
Average interest-bearing debt

X 100%

AVERAGE GROUP SIZE

Total number of active clients in groups
Total number of active groups

HEAD OFFICE OVERHEAD SHARE

Head office operating costs
Total operating costs

X 100%

For ASPIRE ...

The efficiency indicators are calculated as follows:

LOAN OFFICERS AS A PERCENTAGE OF STAFF
13
— X 100% = 54%
24

OPERATING COST RATIO

285,300
782,000

X 100% = 36.5%

AVERAGE COST OF DEBT

63,000
625,580

X 100% =10.1%

AVERAGE GROUP SIZE

3,500
900

HEAD OFFICE OVERHEAD SHARE

26,000
285,300

X 100% =9.1%

Data come from reports B4, D3, and E1.

that the institution is benefiting from economies of scale
by increasing the share of loan officers, who have primary
responsibility for generating income.2>

OPERATING COST RATIO is the most important indica-
tor of institutional efficiency discussed here. It compares
the institution’s operating expenses (monthly or annual)
with its average outstanding loan portfolio for the same
period. The definition of operating expenses here is the
same as that used in the income statements—as including
salaries, administrative expenses, depreciation, and over-
head but excluding financial costs and loan loss provisions.

Institutions with a high share of interest-bearing debt
from a variety of sources need to track the AVvERAGE cOsT
OF DEBT. As the average cost of funds changes, interest and
fee structures for credit operations may need to change
accordingly.

Institutions using peer lending methodologies can gain
(or lose) significant efficiencies through changes in AVER-
AGE GROUP siIze. For those using multiple methodologies
the calculation of this indicator should consider only
clients linked to the institution through groups.

Finally, for institutions with branch operations and
head offices that solely provide administrative support to
those branches, the HEAD OFFICE OVERHEAD SHARE iS an
important indicator to track (another useful measure is
head office staff as a percentage of total staff). With
increasing economies of scale, this indicator should
decrease.

Notes

1. See SEEP Network, Financial Ratio Analysis of Micro-
Finance Institutions (New York: PACT Publications, 1995), p. 35.

2. This section and section 4.1.3 draw heavily on SEEP
Network, Financial Ratio Analysis of Micro-Finance Institutions
(New York: PACT Publications, 1995).

3. To avoid double counting, deposits used to leverage guar-
antee funds that do not earn interest should not be included in
performing assets. For example, a bank might require a $100,000
deposit to leverage a $500,000 loan (a 5 to 1 leverage ratio). The
$500,000 is available for financing the portfolio, but the
$100,000 deposit cannot be used because it serves as a guarantee
to the bank in case of a default on the loan. In this case a straight-
forward summation of bank deposits plus portfolio would imply
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$600,000 of performing assets. But because management has no discretionary control over
the $100,000 deposit, performing assets should be considered to be only $500,000.

4. In some exceptional cases it may be more appropriate to use loan portfolio as the
denominator. For example, an institution receiving large, infrequent disbursements from
a donor would have excess funds tied up in investments until they could be absorbed by
program growth. These excess funds would be included in calculations involving either
performing assets or total assets, driving down the institution’s measured efficiency.

5. Margaret Bartel and others, Financial Management Ratios I: Analyzing Profitability in
Microcredit Programs (New York: PACT Publictions, 1994, p. 6).

6. CGAP has funded a database on the financial performance of microfinance insti-
tutions to help managers compare their institution’s performance with that of similar pro-
grams. The information in this database is reported semiannually in the MicroBanking
Bulletin. Microfinance institutions participate on a quid pro quo basis: they provide finan-
cial data and information on accounting practices, subsidies, liability structure, loan delin-
quency, and the like in return for a comparison of their results with those of a group of
similar programs. While the information they provide remains confidential, the
MicroBanking Bulletin provides a broader audience with statistical data on peer groups of
microfinance institutions. For information contact the Economics Institute Project Office
in Chile (tel.: 56-2-821-2360, fax: 56-2-821-4016, email: fnreview@microbanking.cl).

7. Portfolio monitoring techniques are becoming the most well-documented subject in
the microfinance literature. They are treated extensively in Katherine Stearns, The Hidden
Beast: Delinquency in Microenterprise Credit Programs (Discussion Paper Series, Document 5,
Washington, D.C.: ACCION, 1991), and in nearly all documents in annex 3.

8. These three criteria are proposed by William Tucker in an unpublished paper,
“Measuring Village Bank Delinquency.” For a copy of the paper contact Community
Finance, Inc. (tel.: 410-727-8240, email: tuckerCFI@aol.com).

9. Katherine Stearns, Discussion Paper Series, Document 5, Washington, D.C.:
ACCION, 1991. The monograph documents 20 indicators in use by microenterprise pro-
grams to measure delinquency, all giving widely divergent results.

10. See, for example, Robert Peck Christen, Banking Services for the Poor: Managing
for Financial Success (Washington, D.C.: ACCION, 1997) and Inter-American
Development Bank, Technical Guide for the Analysis of Microenterprise Finance Institutions
(Washington, D.C., 1994).

11. For detail on different approaches to determining appropriate provisioning see
section 2.2.2 of Robert Peck Christen, Banking Services for the Poor: Managing for Financial
Success (Washington, D.C.: ACCION, 1997).

12. Average portfolio calculations should always be based on monthly amounts. For
simplicity, the example here uses only beginning and ending balances.

13. Detailed treatment of these financial indicators can be found in any text on bank
management. See, for example, chapter 4 in Timothy W. Koch, Bank Management (3d ed.,
Dryden Press, 1995).

14. For example, an institution leveraged with $400,000 of debt to $100,000 of equity
would have an equity multiplier of 5.0. A return on assets of 20 percent would be the equiv-
alent of a 100 percent return on equity. Of course, this works both ways. Losses are also
multiplied. A loss representing a —20 percent return on assets in an institution leveraged
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fivefold wipes out 100 percent of the equity. Thus the concern regulators have for capital
adequacy (see section 4.4.1).

15. Although bank managers generally focus on RETURN ON EQUITY, bank regulators
prefer RETURN ON ASSETS because it shows how well management has used the institu-
tion’s assets to generate income and does not reward institutions for seeking highly lever-
aged positions (Margaret Bartel and others, Financial Management Ratios I: Analyzing
Profitability in Microcredit Programs, New York: PACT Publications, 1994, p. 10).

16. For athorough treatment of ways of evaluating profitability and a subsidy-adjusted
return on assets model see section 2.4 in Robert Peck Christen, Banking Services for the Poor:
Managing for Financial Success (Washington, D.C.: ACCION, 1997).

17. A more sophisticated version of this indicator is the subsidy dependency index
developed by Jacob Yaron in Assessing Development Finance Institutions: A Public Interest
Analysis (World Bank Discussion Paper 174, Washington, D.C., 1992).

18. Donors could ease liquidity problems by adapting their funding practices to
microfinance institutions’ circumstances. Donors often have policies against their funds
sitting “idle,” not recognizing liquidity reserves as a valid use of funds. And they are some-
times reluctant to make a new disbursement until the institution depletes the previous one,
contributing to the common pattern among microfinance institutions of maintaining dan-
gerously low liquidity reserves.

19. Margaret Bartel and others, Financial Management Ratios I1: Analyzing for Quality
and Soundness in Microcredit Programs (New York: PACT Publications, 1994, p. 10); and
Robert Peck Christen, Banking Services for the Poor: Managing for Financial Success
(Washington, D.C.: ACCION, 1997, section 4.3.2). Christen gives an extensive treatment
of liquidity management.

20. For a concise treatment of gap analysis see Margaret Bartel and others, Financial
Management Ratios I1: Analyzing for Quality and Soundness in Microcredit Programs (New
York: PACT Publications, 1994, pp. 7-9). For a more detailed treatment see Robert Peck
Christen, Banking Services for the Poor: Managing for Financial Success (Washington, D.C.:
ACCION, 1997, section 4.1). In addition, any standard bank management text will devote
at least a chapter to gap analysis. See, for example, chapter 8 in Timothy W. Koch, Bank
Management (3d ed., Dryden Press, 1995).

21. For a thorough explanation on calculating effective interest rates see CGAP
Occasional Paper 1 (Washington, D.C.: World Bank, 1997).

22. Of course, loan size is far from a perfect indicator of a clientele’s economic level
and should be interpreted with caution. An institution might wish to develop other indi-
cators that can be incorporated into its standard loan analysis procedures and thus moni-
tored relatively easily.

23. The interest yield calculation does not take into consideration fees and manda-
tory savings requirements that influence what is often called the effective interest rate. Of
concern in this calculation is solely the projected interest income. For detailed informa-
tion on calculating interest yields see CGAP Occasional Paper 1 (Washington, D.C.:
World Bank, 1997).
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24. Both these indicators are subject to increases due not to higher productivity but
to higher interest rates charged to clients. So trend analysis should identify whether inter-
est rates have changed.

25. For more detail on this indicator see David Ferrand, Financial Analysis of Micro-
Finance Institutions (London: Intermediate Technology Publications, 1997) and Charles
Waterfield and Ann Duval, CARE Savings and Credit Sourcebook (New York: PACT
Publications, 1997), particularly chapters 9 and 11.






CHAPTER 5

Developing and Implementing a
Management Information System

This chapter presents a step-by-step process for developing and imple-
menting a new MIS. It describes the four phases—conceptualization,
assessment and design, development and implementation, and main-
tenance—with frequent references to other parts of the handbook for
more detail.

Developing a management information system is a complex task for a micro-
finance institution.! A system takes time to conceptualize, design, program, test,
and implement. Managers need to set realistic goals in developing an automated
MIS for their institution.

Developing an information system forces an institution to assess and articu-
late issues that reach to its core: What does it want to accomplish? How does it
go about its tasks? How does it determine success? Creating a successful MIS tai-
lored to the needs of the institution thus requires an integrated, forward-looking
approach.

This chapter outlines a step-by-step approach to implementing a new man-
agement information system. The approach is broad enough to accommodate the
many alternatives—from manual to computerized, from off-the-shelf to in-house
custom applications, from basic systems to systems with all the “bells and
whistles.”

The process can be divided into four phases, each of which the chapter
describes in detail:

e Phase 1: Conceptualization. The institution defines its needs and performs an
initial assessment of viable alternatives. By the end of the phase it will have
developed a strategy document outlining a course of action.

e Phase 2: Detailed assessment and design. The institution carefully assesses sys-
tems under consideration for purchase. If it has decided to modify an existing
system or to develop a custom system, it will address design issues.

e Phase 3: System development and implementation. The institution develops (or
refines or adapts) the system it has chosen and implements the system.

* Phase 4: System maintenance and MIS audits. In this final phase the institution
focuses on issues that must be addressed after the MIS has been developed
and implemented—system maintenance, modifications, and periodic audits
to ensure that the system is functioning properly.
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This chapter outlines

a step-hy-step approach
to implementing a
new management
information system
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The steps in the
conceptualization phase
1. Forming the task
force

2. Defining needs

3. Determining what
is feasible

4. Assessing the
alternatives

5. Reporting task force
findings

5.1 Phase 1. Conceptualization

The conceptualization phase focuses on:

e Identifying the institution’s needs

= Determining what is feasible with respect to technology, staff capabilities, and
financial resources

= Performing an initial assessment of the alternatives—purchasing an off-the-shelf
system, customizing a standard system, or developing a custom in-house system.

The conceptualization phase culminates in a report on the findings that will
guide the second phase.

5.1.1 Step 1: Forming the task force

The starting point is to form a task force to provide guidance and input through-
out the early part of the process and to ensure broad representation in defining
the institution’s information needs. Programmers and external consultants can
provide expertise and advice, but representative users of information—people
who understand the institution, its procedures, and its philosophy and work cul-
ture—must be heavily involved in the critical early stages. The task force should
meet regularly—at least once a week—for perhaps four to six weeks.

The task force should be made up of one knowledgeable person from each
department, along with the person responsible for internal auditing. It should
include representation from each level in the organization, from senior manage-
ment to field staff. And it should include several members from the information
systems department—selected for their listening skills—to document the input
from the task force and coordinate the technical work.

An institution with limited in-house expertise may want to hire an external
consultant, but this person’s role should be clearly defined as one of advising, not
decisionmaking. Because these early stages should not be rushed, it is preferable
to hire a locally available consultant who can devote one or two days a week to
the process rather than work full-time. It is also useful to consult with the insti-
tution’s external auditor, although the auditor need not have a representative on
the task force.

The task force should be led by a senior person in the organization who has
a broad understanding of the institution and commands respect. And it is help-
ful in large institutions to have a “project champion,” an influential person such
as the executive director or the board chair who endorses the process, ensures
that everyone takes it seriously, and clears bureaucratic hurdles.

5.1.2 Step 2: Defining needs
The definition of needs is a critical step. It produces information that will later
help to sift through the many alternatives. Handled properly, it can avoid
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months of frustration and make the difference between success and failure for
the entire process.

Documenting existing policies and procedures

Whether an institution plans to develop a new, custom MIS or analyze systems
for purchase, it needs to assemble all documentation on its existing policies and
procedures. Four main areas require documentation (box 5.1):

= Accounting policies and procedures

= Basic operating policies and procedures
e Internal control procedures

e System parameter values.

Documentation in some of these areas may be nonexistent, outdated, limited in
coverage, or contradictory. Some institutions may find that the necessary informa-
tion exists only in the heads of staff. In this case key staff should be available to par-
ticipate in the rest of the steps in phase 1 and the task force should allocate more
time to those steps.

There is no need at this time to generate or revise written documentation. All
policies and procedures are subject to change during development and installa-
tion of the new MIS, and documentation should be revised only after the basic
elements of the new system are well defined.

Defining information needs and fLows

The documentation on policies and procedures can be used to diagram the flow
of information through the institution. The goal is to discover answers to these
questions:

= Where are data collected?

* Where are data transformed into information?

* Who needs what information?

= What decisions need to be made?

= What information is required to make those decisions?

= When do the decisionmakers need it?

= Where is information stored?

= Where can reengineering make processes more efficient?2

= Where are the leverage points and critical processing points where a change
in procedure could significantly improve efficiency and service?

A database programmer needs an information flow diagram—showing
where data are collected, transformed, used for decisionmaking, and stored—
in order to understand how a process such as loan disbursement works and
thus to create a program that facilitates that process. Documentation of the
process is also important because without it, the institution hiring the pro-
grammer will be unable to hold the programmer accountable for the final
output.

Handled properly, the
definition of needs can
avoid months of
frustration and make
the difference between
success and failure for
the entire process
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Box 5.1
Suggested documents to assemble

Accounting policies and procedures

= Chart of accounts

» Copies of all operating forms (vouchers, transfers,
receipts, passbooks)

» Copies of all financial statements with most recent data

« Copy of latest audited financial statements

e Accounting policies manual (which should cover such
topics as interest accrual, write-offs, tax obligations,
nonaccrual items, and error correction)

» Assessment of general ledger reconciliation with
subledgers

« Information on restrictions and requirements by all
funders and regulatory bodies

Basic operating policies and procedures

= Institutional organigram

< Information and process flowcharts

= Copies of all forms for collecting client information
and analyzing, approving, and disbursing loans

= Cash management policies

» Banking and check transaction procedures

» Payroll authorization and payment

» Lending transaction procedures

* Savings transaction procedures

e Contracting procedures

< Client numbering procedures

Internal control procedures

Job descriptions

Loan authorization

Payment authorization

Check issuance

Client database input and maintenance
Payment and receipt document handling
Daily balancing (input documents, processed
transactions, and cash)

Daily closing of tellers and operators

Daily clearing of suspense and exception items
Daily and cycle backup

Custody of system backup media

Custody of processed documents

Custody of blank documents (checks, numbered receipts)
Bank reconciliation

System access passwords and overrides

System parameter values

Descriptions of all types of loan and savings accounts
Coding lists used for such concepts as loan purpose and
geographic and personnel codes

Detailed information on calculation of interest,
penalties, and fees

Sample registers from all loan and savings products (for
repayment scheduling and interest calculations)
Accounting fiscal periods

Product account numbering procedures

Security structure and access levels

Charting information flows is not difficult. But unless it is done thought-
fully, the result can be a pile of drawings that no one but the system analyst
understands. The following guidelines should help to achieve more useful
results.

First, it is essential to realize that diagramming the information system is a
subjective process—how the system looks depends on who is looking at it. So
while one person could be tasked to diagram the system, that person should con-
sult with many others, especially those who use the system. The system analyst
should ask users what they do and why they do it. What information do they
need? What do they do with it? Why? To whom do they send information and
reports? Why? It is important to discover how users perceive their place in the
process. The analyst can sketch out flows while talking with users so that they can
check the accuracy. They should review for accuracy again after a draft of a
process has been prepared.

Second, it is important to define where a process starts and where it ends.
Loan disbursement might end when the client receives the check, or it might end
when the loan documentation is filed. Again, the definition is subjective, but
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there must be consensus. The system analyst could follow paper through the
office, asking questions.

Third, the system analyst should go beyond simply diagramming information
flows. After diagramming the processes, the analyst should step back and assess
leverage points and key decisionmaking points in the system. If the system is not
computerized, the analyst should determine what effect computerization might
have on it. How would the system change if data were stored, transformed, and
reported by computer? If the system is computerized, the analyst should consider
how a different computer environment (such as a network or client-server sys-
tem) might affect the processes. Creative, open-minded thinking is required and
an outside consultant’s analysis and recommendations could be helpful.

Assessing the current system

The task force should analyze the current system even if the intent is to com-
pletely replace it. Identifying its weaknesses and the reasons users are dissatisfied
with it can pinpoint needs that should be addressed by the new system. The fol-
lowing questions can guide this review:

= What type of system is it—manual, computerized, or a combination?
e What skills are required to use and maintain the system?

* What are the system’s strengths and weaknesses?

e Can the system be expanded or improved?

= How satisfied are the system’s users?

= What are the causes of dissatisfaction?

Projecting future needs

Predicting future needs is a critical part of the task force’s job. An NGO that plans
to grow into a formal financial institution in the next few years is best off invest-
ing in an MIS that will stay with it well into its new incarnation. The last thing
an institution should have to do in the midst of a massive expansion is to change
its MIS. Planning for the future and “overinvesting” now can avoid serious prob-
lems later on.

An MIS should be expected to have a minimum life of five years, adapting to
the institution’s changing needs as it grows. To project those needs, it is helpful
to consult the institution’s strategic plan if it has one. These are some of the ques-
tions that should guide the discussion of future needs:

* What rate of growth is expected?

= What changes in financial products are expected?

= What new financial products are expected?

= What issues of centralization and decentralization are expected?
= What reorganizations are expected?

= What changes in workflows are expected?

Answering these questions precisely may be difficult, but the key issue lies in
just two questions: Is the institution expected to be stable (with the exception of

Suggested processes to
map

e Loan application
approval and rejection
e Loan disbursement
e Loan repayment
(including late loans,
calculations, and
overrides)

e The opening of a
savings account
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A principal job for the
task force is to
determine how much
computerization is
feasible

growth)? And does the institution have a culture of innovation, always modifying
products and procedures and trying new things, or does it tend to stay with what
works best? An institution that frequently changes procedures and introduces
new financial products is better off with an option that includes establishing the
in-house capability to modify and adapt its system (box 5.2).

5.1.3 Step 3: Determining what is feasible
Once the institution’s needs have been defined, it is time to assess what is feasi-
ble. If at all practical, a microfinance institution should have a high degree of
computerization in its information system. So a principal job for the task force is
to determine how much computerization is feasible, by assessing staff capabili-
ties, technology issues, and cost considerations.

Staff capabilities

The capability of staff to manage computers is critical to the successful incorpo-
ration of new computer technologies. The task force needs to examine the fol-
lowing issues:

= Who will be managing the new system? Is there an adequate information sys-
tems department, or will the department need to be created or strengthened?

= Are there local consultants who can provide ongoing support? Are they com-
petent, reliable, and affordable?

« Do current staff have appropriate skills, or will new staff need to be hired?

Box 5.2
Even good systems eventually need to be replaced:
The case of ADEMI

ADEMI, which operates in the Dominican Republic, was one of the first prominent
microcredit programs in Latin America and also one of the first to automate an infor-
mation system. In 1984 it developed a database system advanced enough to automate
the printing of loan contracts and client repayment vouchers and to allow senior
managers to monitor account balances directly from their desktop computers.

Technological change and growth to more than 18,000 loans led ADEMI to
revamp its MIS four years ago. Nearly all the work was done in-house by its experi-
enced MIS department. As with the earlier system, ADEMI chose to use the
advanced UNIX operating system rather than the more common PC-based systems.

The new system allows all the Santo Domingo offices and the regional offices to
connect on-line. Branch offices not connected to the MIS send transaction receipts
every few days to the regional office, where information is input and reports are gen-
erated. These reports are then sent to the branch offices, which compare them with
their independent systems to verify the accuracy of data entry.

Since the system was developed, the main developer has left ADEMI, though he
continues to do all substantial maintenance on a quarter-time retainer. ADEMI’s pro-
cedures and financial product offerings change regularly, requiring corresponding
changes in the software.
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* How much training of users will be required? Will this training be provided
in-house or by an external source?

* Does the institution have systems programmers on staff? Does it intend to
hire programmers? How capable are local programmers? What are salary
levels for programmers?

= How strong are the accounting department staff? Will they be able to handle
a sophisticated system? Are they able to keep information up to date?3

« What level of complexity in computer systems can be supported at the head
office? At branch offices?

Technology issues
The task force needs to assess many technical issues to determine the feasibility
of using computer technology in the information system:

« Is the electrical system adequate to install computers in the head office? In
branch offices?

= Are phone communications adequate to support any branch communications
envisioned? Is email access adequate for any international technical support
envisioned?

« What level of computerization should the institution strive for? Should the head-
quarters be fully computerized? Should the branch offices be computerized?

e Should a network be installed? If so, what type? Should the system support
front office activities, in which staff use computers in interactions with clients,
or only back office activities, in which information is entered from paper-
based records?

 How much of the existing hardware can be used, and how much will need to
be replaced? What hardware purchases can the institution afford?

Cost issues
When budgeting for a system or comparing the prices of systems, it is important
to look at the total costs, including future maintenance and support, before
making a decision. The cost of the software may be dwarfed by the cost of
technical assistance provided with it, such as assistance with configuration, data
transfer, or staff training. For one widely used microfinance portfolio system the
software costs as little as $500, but the contract for assistance in installation,
configuration, and training averages $50,000. The cost of annual support or
updates often matches or exceeds the original cost of the software.

What does an MIS cost? is a difficult question to answer. It is not unlike the
question, What does a car cost? The answer depends on many factors:

= What will the MIS be used for? Short trips to the grocery store, essential
transportation to work, or racing in the Grand Prix? Each of these answers
will result in a different purchasing decision.

= How large is the family? An institution that has to carry a lot of passengers
will need a vehicle that accommodates them.

When budgeting for

a system or comparing
the prices of systems, it
IS important to look at
the total costs,
including future
maintenance and
support
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having information
is higher

= How long does the purchase need to last? A long-term decision will mean a
different choice than an interim purchase.

= How much is the institution able and willing to spend? Prices vary tremen-
dously. Purchasers often narrow their range of options by considering only
what they can afford. Perhaps the budget allows shopping only for used cars
or for low-end rather than luxury cars.

= How important are the options? “Bells and whistles,” like power windows and
cruise control, raise the costs above the basic model, or may not even be avail-
able on the model under consideration.

Clearly, situations, needs, and available resources vary too widely to give pre-
cise guidelines on how much to budget. But in preparing a budget, an institution
needs to be sure to consider the following categories:

= Hardware purchases (servers, computers, printers, network cards, backup
power supplies, generators, tape backup units, cables)

e Infrastructure improvements (wiring, improved security, new work spaces,
temperature and humidity control)

e Higher utility bills and insurance premiums

= Software licensing fees (sometimes charged per user or per installation; net-
work versions often cost more)

* Software customization fees

= Installation technical assistance (support during configuration, installation,
and data transfer)

= Extra staffing during installation (temporary help, overtime pay, bonuses)

e Staff training costs (materials and instructors, overtime pay, temporary
help)

e Technical support (monthly or annual fee)

e Cost of future software upgrades, improvements, and modifications

e Cost of future hardware upgrades

= Cost of periodic technical support for repair or upgrading of computers

= Higher staffing costs due to new staff hired or raises required by enhanced
responsibilities.

All these costs will depend on choices on head office and branch office com-
puterization and between front office and back office operations, accounting and
portfolio system computerization, custom and off-the-shelf software, and a local
and international software firm. Given the low cost of accounting systems, there
is little justification for not computerizing accounting operations at the head-
quarters level. Portfolio systems remain relatively costly, but can normally be jus-
tified by the institution’s dependence for its future existence on accurate and
timely information on loan status.

The cost of installing an MIS may be high, but the cost of not having infor-
mation is higher. For an institution of significant size, the benefits of investing in
information can quickly exceed the costs—even of expensive systems. The best
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strategy is to invest for the long term. Paying more now for a system that will
serve the institution longer can mean lower annual costs.

5.1.4 Step 4: Assessing the alternatives

After defining the institution’s needs and determining what is feasible, the task
force is prepared to assess the alternatives. (For a microfinance institution that
has chosen not to computerize operations, this section is not relevant.) Many of
the issues the task force has addressed will have narrowed the range of alterna-
tives. For example, a choice to purchase an integrated system will eliminate most
accounting packages and the portfolio systems with inadequate accounting mod-
ules. Budgetary limits might exclude most internationally supported portfolio
systems and many local systems.

There are three broad choices for computerization:

e Purchase a standard off-the-shelf system
« Modify an existing system used elsewhere
* Develop a custom in-house system.

An institution could make different choices for its accounting and portfolio
systems. For example, it could purchase an off-the-shelf accounting package, but
design an in-house portfolio system.

Three main questions drive the choice among these alternatives:

= How much money is the institution willing to invest?

= How flexible is the institution willing to be in adapting policies and proce-
dures to the system under consideration?

= How reliable is technical support for the system under consideration?

The first two questions converge in the tradeoff between cost and
customization, or the extent to which the system matches the institution’s policies
and procedures. Reliability of technical support is a critical question. Systems can
crash for any number of reasons, and it takes technical expertise to get them run-
ning properly again. If technical support is not timely or reliable, an institution
could be forced to operate without a functioning system. All three of these ques-
tions need to be kept in mind in choosing among the three options (table 5.1).

There are a growing number of locally developed information systems in
most countries, designed for the local operating environment and available with
local technical support. Because of their number and limited relevance outside
their locality, listing these systems in the handbook is not feasible. Annex 4 pro-
vides summary reviews and contact information for several internationally sup-
ported systems used by microfinance institutions in more than one country.

Purchasing off-the-shelf software
Before deciding on an MIS package, a microfinance institution—and the software
firm supporting the package—have to carefully assess the fit between the institu-

If technical support is
not timely or reliable,
an institution could be
forced to operate
without a functioning
system
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provide and, ideally,
demos or trial versions
of the software

TaBLE 5.1
How the options compare

tion’s practices, present and future, and the software’s capabilities. Ideally, an insti-
tution should have an MIS that is inseparable from its operating procedures. But
more often than not, its operating procedures will differ so much from the proce-
dures assumed by off-the-shelf software that the incompatibilities cannot be
resolved. And systems differ not only in their underlying philosophy and approach,
but also in their features and capabilities. So the selection process needs to begin
with absolute clarity about the functionality the institution expects from the MIS
and the degree to which it is willing to adjust its procedures to match the MIS.

In evaluating software of this complexity, it is often easier to eliminate a pro-
gram from consideration than to determine whether it will be fully compatible
with the institution’s needs. The assessment should therefore be divided into two
stages. The first, described here, is an initial assessment to narrow the choice to
a small number of promising alternatives. These will receive more detailed
assessment in the second stage.

In the initial assessment the task force should carefully review all documen-
tation the software firm will provide and, ideally, demos or trial versions of the
software. It should focus on major issues of compatibility (such as types of finan-
cial products and interest calculation methods supported), rather than on more
technical details (such as procedures for calculating penalties), which are some-
times difficult to determine from basic documentation.

Areas of potential incompatibility should be carefully noted for later discus-
sion with the provider. Incompatibilities can sometimes be solved through undoc-
umented features of the software or through relatively minor software changes.
But sometimes seemingly minor incompatibilities require a complete rewrite, rul-
ing out the system. It is often difficult to know in advance which incompatibilities
can eliminate a system from consideration and which can be easily addressed.

Option

Advantages Disadvantages

Purchasing an off-the-shelf system

Modifying an existing system

Developing an in-house system

e Low to medium cost « Dependent on outside technical support
e Likely to operate relatively error-free e Unlikely to fully match institution’s

« Short time frame for implementation policies and procedures

Cannot be modified as institution
changes

e Likely to operate relatively error-free = Medium to high cost
* Medium time frame for implementation < Dependent on outside technical support
* Can be closely adapted to institution’s e Future modifications costly

policies and procedures

e Technical support is in-house High cost
e Can be fully adapted to institution’s = Will require debugging
policies and procedures Long development time frame
* Can be modified to match institution’s
changes
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Even more important than assessing features and capabilities is finding out
about support. A system that offers all the necessary features does no good if it
cannot be kept running because of lack of swift and reliable technical support. If
the task force is assessing a software package in use in an institution within rea-
sonable traveling distance, it should visit that installation for several days, observe
the system in operation, and interview the users about their satisfaction with both
the system and the support. If a visit is not possible, users could be contacted by
phone or letter. In assessing the quality and timeliness of the provider’s technical
support, the task force should focus on these questions:

= What is the response time to serious technical problems (those that make the
system unusable)?

e How successful is the provider in solving technical problems?

 What is the cost of technical support? (Bringing in a technician from outside
the country can result in very costly technical support.)

If the system passes this initial assessment, its compatibility must still be dis-
cussed in detail with the software firm (see section 5.2.1).

Modifying an existing software system

Many software packages are available in two forms: an off-the-shelf version, in
which customization is limited to configuration options available through the
software, and a custom version, in which the software firm incorporates modules
and routines not in the standard version or modifies routines or writes new ones
to the client’s specifications.

A software package will probably need major modifications if it is relatively new,
has been used in few institutions or operating environments (different countries or
types of institutions), or has not previously been adapted to a wide variety of lend-
ing methodologies. Even if the software package is nearly exhaustive in function-
ality, extensive programming may be needed if the microfinance institution is
unwilling to compromise on its operating methods and accounting conventions.

Even with seemingly minor changes, the custom version is often much more
expensive than the off-the-shelf version, because of the difficulty of customizing
a program. Source code for a complex MIS can be modified by only a handful of
people—ideally, the original programmers. Any change, no matter how minor,
needs to be carefully tested and debugged, because a change in one area of the
program can affect apparently unrelated areas. Customization also causes poten-
tial problems for the software firm in future upgrades. If a change for one insti-
tution is incompatible with the installation in another, the software firm must
maintain multiple sets of source code for future improvements, and upgrades—
or even bug fixes—become a nightmare.

Customization of a solid software package to meet an institution’s needs is
often necessary and is often the best alternative. But given the cost and the poten-
tial for bugs, such customization should almost always be limited to the essentials
and should be carefully thought out beforehand.

Extensive
programming may

be needed if the
microfinance
institution is unwilling
to compromise on its
operating methods and
accounting conventions
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If the system is not well
conceived beforehand,
the development can
take much longer

Developing a custom system

Although many microfinance institutions use preexisting, off-the-shelf accounting
systems, most have chosen to develop a custom portfolio system, for several rea-
sons: lack of solid, identifiable alternatives for purchase, a preference for a sys-
tem fully compatible with operations, and concern about ability to improve and
modify the system to meet future needs.* This has been a logical or even unavoid-
able decision. But as more and more systems are developed in response to the
growing demand for specialized microfinance software, developing a custom sys-
tem should become less necessary.

Developing a new, custom MIS is a massive effort. Designing and developing
the core, or most essential, routines of a moderate system can take a minimum of
six months of programmer time. Debugging the system and completing all the
noncore features (a wide variety of reports, error correction routines, user-
friendly features) usually take at least another six months of programmer time.

Programmers often want to leap immediately into system development. But
if the system is not well conceived beforehand, the development can take much
longer, with major elements of the system needing to be reworked. And in the

Box 5.3
Thoroughly assessing needs for a successful MIS: The experience
of PRODEM

Microfinance institutions need information systems that are responsive to the needs of
many different users, capable of managing an array of data, and flexible enough to
adjust to changing requirements. Meeting these objectives while keeping costs down is
a challenge. PRODEM, a Bolivian nongovernmental organization and ACCION affil-
iate that serves more than 27,000 clients through 40 branch offices, met the challenge
this way: it established in-house capacity to develop a customized information system.

PRODEM hired seven new staff experienced in system development. This team
worked with the full range of users to identify their information management needs.
Branch credit officers needed to manage portfolios and liquidity locally and to mon-
itor information on cash flow and expenditures, self-sufficiency indicators, and petty
cash. Regional and national credit officers needed to be able to aggregate balances
and calculate statistics quickly. Bank auditors and supervisors had other needs, and
the team solicited their input as well. The team then incorporated the requirements
of all these users into the design of the information system.

The users’ participation in developing the information system ensured that its
design meets their needs, gave them a sense of ownership of the new system and thus
increased their willingness to integrate it into their work, and expedited training. Using
in-house staff to develop the system gives PRODEM the flexibility to update and
change its information system gradually, to meet users’ changing needs and broaden
client services. After gaining experience with the system, users may identify deficien-
cies or suggest enhancements that will help them do their work better and faster.

The new information system has helped PRODEM develop new financial prod-
ucts and services. Among its innovations: loan terms and payment schedules tailored to
fit clients’ cash flow. The system enables credit officers to monitor a client’s cash flow
over several loan cycles and then customize the client’s payment schedule to match.

Source: Eduardo Bazoberry, executive director of PRODEM.
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worst cases (not all that uncommon) the system may never work properly. The
importance of following a systematic process of needs assessment and system
design cannot be overemphasized (box 5.3).

A custom system can be developed in-house, by staff of the institution,
which ensures access to the source code and provision of technical support,
although the ongoing costs of that support may be high. Or development can
be contracted out to an independent firm, in which case ownership of the
source code and the cost and reliability of technical support need to be care-
fully negotiated (box 5.4).

5.1.5 Step 5: Preparing the MIS needs assessment report

The task force has nearly completed its responsibilities. It has identified the insti-
tution’s information needs, determined what is feasible, and performed an initial
assessment of alternatives based on those conditions. The task force may have
recommended a mix of manual and automated systems. It may have compiled a
list of five or six potentially compatible software alternatives, some for account-

Box 5.4
Contracting with a software firm to develop a customized system:
The experience of COMPARTAMOS

COMPARTAMOS, an institution providing credit services in rural Mexico, works
with 35,000 clients out of 11 branches and plans significant expansion. Its strategic
planning process identified an MIS as a high priority for supporting this expansion.
Another priority turned out to be devolving responsibility to regional and branch
offices.

After COMPARTAMOS staff assessed the institution’s MIS needs and developed
system specifications, they selected a commercial software package for accounting
developed and supported by a local company. The system cost $4,000, and annual
maintenance $1,000. The system has been in operation for several years in other
companies whose staff are highly satisfied with its performance.

For loan portfolio management, however, COMPARTAMOS found no suitable
candidates. So its staff decided to develop a customized system to meet their current
and projected needs. They designed the system to work with up to 300,000 clients
and to operate independently at the branch level, with daily uploading to the head
office by modem. The head office would use a Windows NT network. Branch offices
would operate with a single computer and printer; they need few computers because
payments are received by local commercial banks.

Knowing that many efforts to contract software development have resulted in
systems that perform poorly or not at all, COMPARTAMOS developed an innova-
tive arrangement with the software company it hired for system development. The
company agreed to have the systems developers work in a branch office for a year, to
become familiar with the institution’s operating policies and procedures, organiza-
tional culture, and information flows. After the system is completed, it will be main-
tained by the information systems staff of COMPARTAMOS, which has full access
to the source code as part of its agreement with the software firm.

Expecting much growth, COMPARTAMOS has chosen to invest heavily in its
MIS. Its innovative strategy for doing so is likely to result in success.

The importance of
following a systematic
process of needs
assessment and system
design cannot bhe
overemphasized



78

MANAGEMENT INFORMATION SYSTEMS FOR MICROFINANCE INSTITUTIONS: A HANDBOOK

The steps in the
assessment and

design phase

e Performing a
detailed assessment

of software

e Completing the
design

» Finalizing the MIS
plan

ing, some for portfolio management, some locally developed, some internation-
ally supported. Or it may have concluded that the institution should purchase a
certain accounting package and develop its own portfolio software.

Based on these preliminary findings, the task force can now prepare a report
on the options, their estimated costs, and the likely time frames for implementa-
tion and present it to management for review and approval. Management should
rank these options by priority and preference. It should also approve the subse-
quent course of action, including expenses related to phase 2.

In addition, the MIS project team needs to be formed. It should be made up
of a mix of users and programmers—probably many of the task force members—
but should have a heavier representation of information systems staff than the
task force. The project team leader should be someone in the institution, not an
external consultant. The leader needs to have the full support of the board and
senior management and sufficient authority to keep things moving. The leader
should report directly to senior management.

5.2 Phase 2: Detailed assessment and design

In phase 2 the MIS project team builds on the research findings from phase 1 to
produce the final decisions that will be implemented in phase 3. The steps in this
phase are few but challenging. This phase requires the detailed technical review
of software programs under consideration, reviews that can take up to a week
each. Then the entire system needs to be designed in detail—from the database
table structures to the information to be collected, the rules to be applied, and
the report formats to be generated. Finally, a detailed implementation plan,
timetable, and budget need to be prepared.

5.2.1 Step 1: Performing a detailed assessment of software

If the task force identified one or more promising software systems in phase 1, these
systems now need a detailed assessment. If the institution is sophisticated, with a
broad range of financial products, this assessment is best done in a face-to-face meet-
ing, lasting three to five days, between one or two skilled staff from the software firm
and the MIS project team. But if the institution is relatively unsophisticated, with
only one or two loan products and little else, the assessment might require as little
as one day and one representative from the software firm. If the package under
review is supported from outside the country, the assessment can be costly.

Before the assessment all the documentation assembled on policies and pro-
cedures should be provided to the software firm. The firm’s representatives will
probably have a standard procedure to follow in the assessment, but the MIS pro-
ject team should ensure that all the concerns raised during the initial assessment
are carefully addressed, as well as all the issues raised in the following sessions on
accounting and portfolio systems.
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In general, when exploring the possibility of working with a software pack-
age, a microfinance institution can expect better final results if it is willing to:

* Be content with having the MIS meet 80-90 percent of the institution’s needs
and wants. The more demanded of the MIS, the more complex it becomes
and the less likely that it will operate trouble-free.

* Adapt some of its rules to the standards of the MIS. An MIS will not always
provide all the flexibility hoped for.

e Accept less “hard-programmed” automation. For example, a microfinance
institution that always charges a 3 percent loan processing fee deducted from
the principal amount before disbursement could have the software pro-
grammed to process the deduction automatically, saving data entry time. But
if it decides in the future to change the percentage or the way the fee is
processed, the software might not be easily altered. If changes to the software
source code are necessary, the software firm will charge for the modifications.

Assessing accounting systems

Thanks to the move toward standard accounting principles, computerizing an
accounting system presents few design difficulties. Because of the standardization
and the large market for computerized accounting systems, software companies
have been willing to create such systems. The range of choices for microfinance
institutions is extensive because they do not need an accounting system specific
to microfinance or even to commercial banking. Any full-featured standard
accounting package is a candidate.

A wealth of low-cost commercial accounting programs are marketed to small
businesses in Western countries. These programs are rich in features, graphically
oriented (usually Windows-based), and inexpensive—usually less than $200.
Some of the most common commercial packages include Peachtree Accounting,
ACCPAC Accounting, Maestria, and Ciel.

Purchasing commercial accounting software can be the best option for a
microfinance institution because:

= The software is far less expensive than developing a custom system.

= \Well-developed user manuals are available. By contrast, local programmers invest
little in developing user manuals, and in-house programmers concentrate more
on developing and maintaining software than producing a good user manual.

* Thesoftware is well tested. Version 5.0 of a commercial software package will
be far more reliable than software developed in-house or locally. Commercial
software is exposed to a large market that quickly judges its usefulness.

= Software support is available from a well-established software firm. An institu-
tion has no guarantee that a local programmer, or a self-employed programmer
who develops an in-house package, will be able to support and maintain the
software in the future. But in purchasing software from a commercial software
company, it can be relatively assured of continued support and upgrades.

A wealth of low-cost
commercial accounting
programs are
marketed to small
businesses in Western
countries
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An institution can probably meet its needs with such commercial accounting

software. But because many of these products have been developed for Western
markets, they may have features that conflict with the needs of users in other parts
of the world. So it is important to consider likely conflicts and decide whether
the conflicts preclude the use of the software. Some possible conflicts:

The maximum number of digits for numbers. Consider a software product
designed to support a maximum of eight digits (up to 99,999,999). While $99
million, for example, is a large monetary figure, 99 million in a highly deval-
ued currency may not be.

The ability to change report formats. Some software programs have report
formats that are easy to modify; others have more complicated formats that
may require outside assistance to modify.

Lack of foreign exchange conversions. Many microfinance institutions
receive funding or technical support from international donors and agencies
and are expected to produce financial reports in two currencies—the local
currency and a foreign currency. Not all commercial accounting programs
support multiple currencies. A possible low-cost solution is to run the
accounts on the accounting system in the local currency and then input the
final financial reports into a spreadsheet for conversion into the foreign cur-
rency based on a single exchange rate.

Difference in date format. If the program uses a date format different from that
used in the institution’s country, the institution should ensure that the date for-
mat can be altered. This is typically not a problem if the accounting program
is Windows-based because the date format can be changed through Windows.

Whether selecting or designing accounting software, an institution should

consider the following issues:

The chart of accounts and report formats should allow masking of accounts.
Masking allows users to attach extra characters to standard account numbers
to identify cost centers or funds, esp